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Huterstate Commerce Commission
Washington, B.E. 20423

OFFICE OF THE CHAIRMAN October 5' 1977

To the President of the Sendte and-
The Speaker of the House of Representatives

Dear Honorable Sirs:
It is my pleasure to transmit to you a report of the Interstate Commerce

Commission entitled, The Impact of the 4-R Act Railroad Ratemaking Provisions,

prepared in accordance with the requirements of section 202(g) of P.L. 94-210,
The Railroad Revitalizéﬁon and Regulatory Reform Act ofb 1976 (February 5, 1976).
Section 202(9) directs the Interstate Commerce Commigsion to study the
effects of amendments to railroad ratemaking provisions of the Interstate Com-
merce Act on the development of an efficient and financially stable railway
system and fo transmit the results of its study to each House of Congress within
20 months of enactment of P.L. 94-210,
This study and a separate one by the Secretary of Transportation are
required to include an analysis of the effect of such anendments on shippers and
carriers of all modes and to provide ‘proposals for further regulatory and legislative

changes, if necessary.
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I - EXECUTIVE SUMMARY

INTRODUCTION

On February 5, 1976, Congress enacted Public Law 94-210, the Railroad
Revitalization and Regulatory Reform Act of 1976(4-R Act). Among the more important
objeectives of this Act were the implementation of the USRA Final System Plan, the con-
tinuation of local rail service, the Northeast Corridor Project, railroad mergers and
consolidations, rehabilitation and improvement financing,  and ICC reform and revision
of rail ratemaking. It is this last purpose of the Act, specifically section 202, to
which this study is directed. ’

Section 202(g) directs the Interstate Commerce Commission and the Secretary of
Transportation separately to study the changes in rate regulations made by section
202 on the development of an efficient and financially stable railway system in the
United States. The studies are to include an analyses of the effects on shippers and
carriers in all modes of transportation and proposals for further regulatory and leg-
islative changes, if necessary.* This report represents the Commission's response to
that directive.

SECTICON 202 PROVISIONS

Section 202 contains a number of major provisions which represent the mechanism
by which the focus of rate regulation could be readjusted. It amends Part I of the
Interstate Commerce Act to provide for greater ratemaking flexibility. It estab-
lishes new standards for determining when the justness and reasonableness of a rate
may be questioned. Under these new standards, no proposed railroad rate can be found
to be too low if it contributes to the going concern value of the railroad proposing
it and if it does not violate any other section of the Act. In addition, no rate can
be found to be unjustly or unreasonably high unless the Commission finds that the pro-
ponent carrier has market dominance over -the service involved; market dominance means
the absence of effective competition for the traffic or movement to which the rate
applies. Unless the Commission finds market dominance to exist under the Seven Per-
centum Provision or the likelihood of its existence under normal procedures, the Com-
mission has no power to suspend any rate on the ground that it may be unjustly or un-
reasonably high. These changes are intended to encourage more competitive pricing in
rail transportation, but they are not intended to authorize monopolistic abuse or vio-
lation of sections 2, 3, and 4 of thé IC Act.

Under these new provisions, the Commission may suspend a rate for a period of 7
months beyond the time when it would otherwise go into effect or 10 months if the Com-
mission makes a report to Congress. For a protested rate to be suspended, the protes-
tant must present specific facts in a verified protest which shows (1) that if the
challenged rate were to go into effect the failure to suspend would cause substantial
injury to the protestant and (2) that the protestant is likely to prevail on the merits.
Further, section 202(e) provides for a 2-year period after the date of enactment dur-
ing which the Commission may not suspend for any period a proposed rate which does not
represent more than a 7-percent per year increase or decrease over the existing rate
unless:

*Section 202(g) states:

The Secretary and the Commission shall separately study the effects of the
amendments made by this section on the development of an efficient and financially
stable railway system in the United States. Such studies shall include (1) an analy-
sis of the effect of such provisions upon shippers and upon carriers in all modes of
transportation and (2) proposals for further regulatory and legislative changes, if
necessary. The Commission shall gather all data relating to such studies as requested
by the Secretary and shall make such data available to the Secretary. The Secretary
and the Commission shall transmit the results of their respective studies to each
House of Congress within 20 months after the date of enactment of this Act.



1. A finding of market dominance is made by the Commission, or

2. The rate appears to be unlawful under section 2, 3, or U4 of the
Interstate Commerce Act, or

3. The rate would represent a competitive practice that is unfair,
destructive, predatory, or otherw1se undermines competltlon which is necessary in the
public 1nterest.

Having established 'a general framework for rate reform, the section requires the
Commission to establish specific’ rules and standards through which the intent. of Con-
gress is to be implemented. Section 202(b) requires the Commission to establish "by
rule, standards, and procedures” whether and when a carrier possesses market dominance
over a service rendered or to be rendered at a particular rate or rates. The Act fur-
ther states that "such rules shall be designed to provide for a practical determlna-
tion without administrative delay " .

-Seetion 202(d) requlres the Commission to promulgate rules and standards for the
establishment of railroad rates based on seasonal, regional, or peak period demand and
to establish by rule expeditious procedures permlttlng the filing of separate rates
for distinct rail services.

INTERPRETATIONS OF THE RATEMAKING PROVISIONS

“Since' the section 202 ratemaking prov1s1ons of the M—R Act and the ICC
proceedings (Ex Parte Nos. 320, 324 and 331) in response to the Act are 50 new, inter-
pretations of the various provisions are warranted. While separate rates for distinct
services and peak, seasonal, and regional rates required implementation of provisions
for procedural changes in the existing regulatory framework, market dominance signifi-
cantly affected the procedures for flllng protests under sectlon I of the IC Act. The
implications of ‘each of these prov151ons is discussed below.

(a) Market Dominance’ Interpretatlon

The H-R Act defines market dominance as "an absence of effective competltlon
from other carriers or modes of" transportation, for-the traffic or movement to which
a rate applies." In the absence of market dominance, rail carriers are now allowed
certain rate freedom to increase rates without Commission suspension on-the grounds
that a rate is unjustly or unreasonably -high. The 4-R Act directs the Commission to
establish standards and procedures for determining "whether and when a carrier posses-
ses market dominance over a service rendered at a partlcular rate or rates." This was
accomplished in Ex Parte No. 320.

Three rebuttable presumptions are stated in section 1109.1(g) of the final order.
Market dominance w1ll be presumed where one of the follow1ng three threshold tests is
met: to

1. The proponent carrier or carriers have a market share greater than or
equal to 70 percent of the relevant market. If the rate was collectively made, the
market shares of all carriers involved in the discussions or of carriers which joined
in the publication of the same rates are to be combined in the market share calcula-
tion, or

2. The rate equals or exceeds 160 percent of variable costs, or

3. Shippers or consignees have made a substantial investment in rail-related
equipment or facilities which prevents or makes impractical the use of another carrier
or mode. '

The three presumptions of market dominance can be countered with any evidence
that is relevant.
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The burden of proof of market dominance at the suspension level is initially on
the protestant of the rate in issue. The protestant must, in- his formal verified pro-
test (filed within 12 days of the effective date of the tariff), include "evidence
upon which the Commission may base a determination with regard to market dominance."
Replies must be filed not -later than Y4 working days prior to the scheduled effective
date. The Commission may institute an investigation on its own initiative within 20
days from the service date of the order. ‘In this case, replies must be filed within
20 days. Where a finding of market dominance must be made in anyrprooeeding other
than at the suspension level, the burden-of proof on the market deminance issue lies
with the party having the burden of proof on the overall issue of Justness and reason-~
ableness.

For rate increases,. the llkellhood of market domlnance must be shown before a
rate-can be. suspended on the ground that it exceeds-a just and reasonable maximum.
Following suspension, the Commission has 90 days to make a finding of market .dominance.
If rail market dominance is not shown, the rate cannot be found to be unjust and un-
reasonable under this provision. - Moreover, the question of market dominance can only
be resolved if that issue is addressed in the protestant's orlglnal complaint or 1f
the Commission "investigates on its own 1n1t1at1ve.

For rate decreases, a rate is Just and reasonable as long as it contributes to .
the .going concern value of the railroads. At this point, the "going concern value"
has not been formally defined, although the U4-R Act suggests that any rate which covers
the variable cost of supplylng the rail serv1ee will be considered to contribute to the
going concern value of the railroads. .

Rates which do not make a contribution over the going concern value of the
railroad can be ralsed to a level where they do contribute without regard to market
dominance. -

The 4-R Act has defined a market as "the traffic or movement to which a rate
applies." The Commission has interpreted the word "rate" in the 4-R Act definition as
encompassing the points and rates in the tariff at issue. While sometimes synonymous,
a tariff can apply to a much broader range of commodities and regions than a single

- rate. However, this definition is of necessity somewhat general since rate tariffs

vary from point-to-point tarlffs to mileage tariffs, to regional (territory-wide)
tariffs. Thus, the definition of market will vary by case. Moreover, the railroads
have control over the definitions of market since they de51gn, publish, and file the
tariffs which describe the market. ,

The 4-R Act market dominance provisions, as interpreted,by the Commission,
provide for certain new approaches to reviewing rates prior to their taking effect.
If there is a substantial shipper investment in rail oriented facilities associated
with the rate change, market dominance may be found. The existence of substantial in-
vestment is to be determined on a case-by-case basis. In-the final order, the Commis-
sion described it to include "shipper investment in loading and unloading facilities,
railecars, rail sidings, loop tracks, and other facilities which are dedicated to rail
transportation," provided these investments make the switch to another carrier or mode
impossible or impractical. . .

Finally, the Commission stressed "that the presumptions adopted herein (Ex Parte
No. 320) are not the exclusive means of provirg market dominance.”" Any further rele-
vant evidence may be presented by either party. |

(b) Seven Percentum Provision Interpretations



The Seven Percentum Provision of the 4-R Act allows rail carriérs to raise or
lower rates by 7 percent annually for a 2-year:period. Rate reductions cannot be sus-
pended under this provision unless the proposed rate appears to be in violation of
sections 2, 3, or 4, or represents a competitive practice which is unfair, destructive,
predatory, or otherwise undermines competition which is necessary in the public interest.

Although a rate increase under the Seven Percentum Provision may be suspended if
market dominance is found, the actual level of increase has little significance in any-
thing other than a procedural sense. If the proposed new rate is filed under the Seven
Percentum Provision, a finding of market dominance and substantial injury must be made
prior to Commission suspension. If the proposed new rate represents a change not cover- 2,
ed by this section, the protestant will need to show only a "likelihood" of market domi- '
nance in addition to substantial injury. Furthermore, the carrier that invokes the
Seven Percentum Provision must provide available ev1dence conecerning market dominance
at the time the rate is filed. ~

(c) Separate Rates For Distinct Services Interpretations

A number of procedural changes were introduced in the separate rates area as a
consequence of Ex Parte No. 331. These changes can be grouped into the five categor-
ies listed below:.

- Labeling of significant documents

) - Submission of justification statements
- Handling of protests and investigation
- Preparation of initial statement
- Reporting on .effectiveness of rates

The labeling requirement specifies a uniform means for identifying the presence
of a separate rates proposal. The provision on. justification statements makes it pos-
sible to file such a statement at the time of 1n1t1al tariff filing, but does not make
it mandatory.

In the event of investigation or suspension, the handling provisions state that
these proceedings will be given priority and that "modified procedures" will be fol-
lowed to the extent feasible. Once these proceedings have been instituted, the new
regulations specify a particular format for the railroad's initial statement. The
initial statement would provide the Commission with information in the following cate-
gories:

-~ Railroad cash outlays

- Demand estimates.

- Market dominance status
- Revenue estimates

- Service outputs

- Revenue-to-cost ratios

Effect of proposed rate

In several instances these terms are new to the rail industry, and the data required
differ somewhat from what might have been utilized under prior procedures.



The final item requires each railroad to report on the revenue derived from new
separate rates introduced under the Ex Parte No. 331 provisions. This report would
also contain an evaluation of the effectiveness of the rate and a statement of the
railroads! intentions to change the rate level in the future.

(d) Seasonal Rates Interpretations

Prior to the passage of the H-R Act, there were two basic approaches to
implementing peak and seasonal rates. FlPSt the seasonal rate could be 1ncorporated
in a tariff which specified both the peak and off-peak rates and the date at which the
shift from peak to off-peak was to occur. Such a tariff was intended to remain in
force for a period of several years. Second, the railroad had the option of dealing
with a sudden short-term increase or decrease in demand by filing for a'temporary rate
having a specific expiration date. This rate would be limited to the anticipated dur-
ation of the unusual demand condition. Both of these approaches were employed.by the
railroads over the years to a . limited extent. Seasonal and peak rate filings were
handled by the Commission in the same manner as any other new rate applications.

The two basic approaches to peak and seasonal ratemaking were not altered by
section 202 of the 4-R Act. Significantly, however, the U-R Act encourages peak and.
seasonal ratemaking and requires the establishment of. expeditious procedures for Com-
mission review of seasonal, peak, and regional rates as a replacement for the conven-
tional procedures.. Definitions for "peak," "seasonal,™ or "regional" are not provided;
however, the goals of this special form of ratemaking are delineated. In effect, this
provision constitutes a reemphasis of peak, seasonal, and regional rates and provides
the Commission with an opportunity to encourage this innovative ratemaking with appro-
priately designed procedures to afford maximum flexibility.

Ex Parte No. 324 was the rulemaking instituted by the Commission for examining
peak, seasonal, and regional rates leading to the promulgation of the new. procedures
dated February 4, 1977, and modified by order entered July 19, 1977. These procedures
took into account two key considerations which surfaced in this investigation:

1. Shippers are protected from cancellation of peak, seasonal, and regional
rates where they have made investments (in storage or similar facilities) so as to take
advantage of these demand sensitive rates, provided the rate has been in effect 2 years
or more or the railroad made representations to the shlpper regarding -the duratlon of.
the rate.

2. The railroads are protected by a '"no suspension" rule which (a) permits
a railroad to cancel an unsuccessful peak,seasonal, or regional rate on' 30-days'
notice any time during the first 3 years, without suspension, unless the consideration
of shipper investment is raised in the case and (b) precludes Commission.suspension of
the expiration of a rate by its own terms within 3 years from the date of its publlca-
tion--since. bona fide shipper reliance on such a rate would be impossible,

_ Two features of the final order have been criticized by the railroad industry.
The first is the 30-day notice requirement which the Commission chose to retain on the -
grounds that shippers require time to adjust to peak and off-peak rates. During the
investigation the carriers argued that they should be allowed teo file demand-sensitive
rates on as little as 5-days' notice. In their criticism the railroads failed to re-
cognize the Commission's standard policy of granting rate changes on short notice when,
in fact, warranted. Rate changes on as little as 1-days' notice are possible.



In addition, the railroads expressed concern over the information requirements
outlined in the final order. Although no supportlng information is required at the
time a rate is filed, a responding carrier must be able to provide ‘supporting evidence
in the event of a protest. One acceptable approach to supporting a demand sensitive
rate was outlined in the final order. This approach calls for fairly detailed cost
and revenue projections over a l-year study period, evaluating cost and revenue levels
both with and without the proposed rate. Recogn1z1ng that there might be difficulty
in gathering. the specific types of data called for in this' approach,  the Commission
also indicated that other methods of Justlflcatlon could be used if these methods and
procedures were fully explalned e T e .

OVERVIEW OF METHODOLOGY

- The ideal study of the impact of the section.202 provisions would entail a
careful evaluation and analysis of railroad ratemaking for an extended period:of time
after the Commission's rules have been in effect. * The results of this analysis would
then be compared with the goals presented in each element of the section. However, it
is not possible to perform the ideal study due to a number of dlfflcultles which reduce
the accuracy of such a dlrect analy31s.

" One of these dlfflcultles is short tlme perlods between the statutory deadline
for the issuance of previously stated orders and the date this study is to be sub-
mitted.. Ex Parte No. 320, the first order, was issued October 1, 1976, giving the -
Commission less than a year to evaluate the -impact of this provision. Ex Parte Nos.’
324 and 331 were issued several .months-later, allowing even less time for comprehen-
sive evaluation. Another difficulty is the seeming reluctance of the railroad indus-
try to embrace the provisions. Their cautious approach to changing traditional rate-
making practices in the face of changed legal guidelines implies that ‘even under opti-
mal conditions, experience with these provisions would not be expected to be-extensive.
Conditions are not, however, optimal; Ex Parte No. 320 is being appealed in Federal
Court;* petitions for reconsideration in Ex Parte No. 324 have been resolved, and peti-
tions for reconsideration in Ex Parte No. 331 are currently pending. Consequently,
there has been limited activity in these areas to date. Carriers and shlppers are not
yet fully conversant with the procedures set forth by the Comm1ss1on.

~Furthermore, a case by case'evaluatlon of section 202 at thls‘tlme is of limited
value since it is highly unlikely that the transportation industry has achieved a
state of equilibrium under the new rules. Realistically speaking, it will take sever-
al years of experience before the -impact of section 202 can be fully understood.

Based on these considerations, the Commission elected to pursue a much broader
approach in conducting this study. Generally, this study analyzes recent historical
data and projects the impacts of the various provisions on transportation markets in
the near term (2-5 years). The results of the statistical analyses are supplemented
with shipper and carrier interviews and detailed reviews of all cases filed pursuant
to these provisions up to July 31, 1977. Detailed descriptions of the approach used
are given in each major section of the analyses.

®ptchison, Topeka & Santa Fe Railway Company, et.al., v. United States, Nos. 76-2048
and 76-2070 (D.C. CIR).




EVALUATION OF MARKET DOMINANCE PROVISIONS

The first area which this report evaluates is the impact of the market dominance
provisions promilgated by the Commission on shippers and carriers.. As noted earlier a
preliminary finding of market dominance can be made where one of the three threshold
tests are met.

Estimates of the percentage of rail traffic that would meet the threshold test
for market dominance under each of the three presumptions and in total are developed.
In addition, the impact on intermodal -and intramodal competition, shippers, and rail
profitabillty are assessed. The project does not include an evaluation of alternative
recommended measures of market dominance, but.is dlrected toward an evaluatlon of the
ex1st1ng measures as deflned by the Commission. - - .

Finally, it must be stressed "that the presumptions adopted herein (Ex Parte No.
320) are not the exclusive means of proving market dominance." Any further relevant
evidence may be presented by either party. The percéntage estimates used in this
analysis do not reflect rebuttal evidence. ) ’

(a)  Results of Individual Tests:

The results for each of the three individual presumptive tests are shown in
Exhibit 12. This section provides a discussion of those results plus addltlonal
observations developed during the course of the study.

The commodity groups used for these tests were developed by the Special Projects
Counsel (SPC) of the Commission in the Ex Parte No. 270 proceedings. These 126 com-
nodity groups (plus one for all others) .are considered to be relatively homogenous for
ratemaking purposes. Exhibit 1 provides a list of these 127 commodity groups.  The
basic geographic regions used were the 171 Bureau of Economic Analysis Regions (BEA
regions) in the continental U.S. Exhibit 2 provides a map showing these regions.

Only traffic moving on interstate rates and traffic above the compensatory cost
level as defined in this study were included in the calculation of market dominance.
Noncompensatory traffic was excluded based on a preliminary interpretation of the-
applicability of the 4-R Act (in section 202).

(1) Market Share Test

As shown in Exhibit 12, the analysis concludes that U4U4.7 percent of current rail
traffic would likely meet the threshold conditions of market dominance under the mar-
ket share test.

This percentage is based on an aggregation of individual commodity and geographic
markets (e.g., corn from Minneapolis region to Gulf Coast region). Each individual
market was tested for a TO percent rail modal share and classified as either "market
dominant" or "not market dominant."™ The 44.7 percent estimate represents an aggrega-
tion of these individual markets and is relative to current traffic on the railroads.
Thus, it may be interpreted as the percentage of current rail traffic that is likely
to meet the threshold level for market dominance under the market share test. The
analysis yielded the following observations:

1. Bulk commodities are significantly more rail market dominant than are
manufactured goods.

2. The definition of the geographic and commodity markets greatly affects
this test. As geographic regions or commodity groups are aggregated, rail modal share
drops and thus rail market dominance under this test drops.

3. If railroads do not discuss the rate in bureau meetings (i.e., use
independent notice before docketing), the recognized intramodal rail competition will
significantly lower the estimate of rail market dominance.

-7 -



4, 1In regions where barge competition is.available, rail. market dominance
is lower.

5. Rail market dominance increases as the length of haul increases.

(2) Cost Test

In total, the analysis concludes that 11.1 percent of rail traffic (tonnage) would
meet the threshold test for market dominance under the 160 percent cost presumption.
Several observations can be made from the analysis: '

1. The results are not highly sensitive to minor variations in the revenue/
cost ratios chosen as a threshold test. Even using a test ratio of 150 percent, only
14,9 percent of rail traffic would meet the threshold test for market domlnance. Using
a test ratio of 170 percent, 8.6 percent of rail traffic would meet the test.

2. Approximately 29 percent of rail traffic based on the cost estimate
developed for this study would be considered noncompensatory and thus not market domi-
nant. This 29 percent estimate has been removed from all three presumptive tests of
market dominance. However, this estimate may be overstated, particularly for coal,
where unit train cost savings were not ineorporated.

3. No TOFC (Trailer on Flat Car) traffic would meet the threshold test for
market dominance under the cost test. -

(3) Substantial Investment

The data indicate that 10.5 percent of rail tonnage moving in private cars is at
least at compensatory levels. Approximately 15.1 percent of rail tonnage moving in
multiple car shipments appears to be at or above compensatory levels. Eliminating the
overlap, it is estimated that 2U4.7 percent of rail tonnage moves in either private
cars or multiple car shipments that are at least at compensatory levels. Using these
proxy measures for an estimate of rail market dominance, it is estimated that approxi-
mately one quarter of all rail tonnage would meet the threshold test for market doml—
nance under the substantial investment presumption. o

(b) Integration

The three individual presumptive tests were integrated to derive a low side
estimate of total rail traffic which would trigger at least one presumptive test.
This was accomplished by selecting the largest market dominance estimate from the
three tests for each of the 127 commodities and aggregating over commodities. This
approach assumes that there is complete overlap in the three tests. The results of
this exercise are shown in Exhibit 13. That exhibit shows the total interstate rail
tonnage in the 1975 Waybill Sample, the estimate of noncompensatory and thus not mar-
ket dominant traffic, the low side integrated estimate of market dominant traffic and
the high side estimate of nonmarket dominant (but compensatory) traffic. In total,
the estimates are shown in Table I-1.



Table I-1

Integrated Market Dominance Estimates*
~ .(Unexpanded Waybill Sample)

Total Waybill - .

. _ ) Tonnage.: .~ . .. Peroent-
' Market dominant. 1'-»:f - "ﬁ.OSA 4321 } P 43;5"
. Nommarket dominant | - . . 4 305 oy . .l st
L (Combensatdr&}i','f>rv ? . o (1 857 520) | _; ipli (22.2)
(Noncompensatory) (2,4481394) L - (29.3)

Total waybill tonnage S 8 360 346 o . .- 100.0.
~:*Based exclu51vely on the presumptlve tests.‘ ‘ ’ L
The follow1ng observations can be made concerning these estimates:

e ; 1, ‘Under’ the assumptlon of complete overlap among the three tests, the
figures given in Exhlblt 13 should be considered low side eéstimates of rail tonnage-
which meet the tnreshold conditions of market dominance. They are low side estimates
only in the sense that it is unlikely that-all three tests would correlate perfectly.
However, in light of the fact that all three presumptive tests were designed to measure
alternative, aspects of market dominance, significant overlap may be expected.. It must
be stressed that.the mere. triggering of a presumption does not automatically imply mar-
ket dominance. - W;th due consideration for rebuttal it may be .argued that on a case by
case basis, the integrated figure overstates the actual degree. of market dominance.
Although this argument appears reasonable there are insufficient cases at this point
in time which can be used to support or refute it.

2. There is evidence to-show that most. noncompensatory traffic. would meet -
the threshold conditions of market dominance by one of the other two tests if rates
were raised to the variable cost level. , This -noncompensatory traffiec is; however, com-
posed of two elements: that which. is truly noncompensatory and that which is compen-
satory but cannot be accurately costed. -Traffic which falls into the first category
should not be subJect to the presumptive tests on.the grounds that it would be incon-
sistent for a carrier to have market dominance (market power) and fail to recover vari-
able costs. " -Such benevolent behav1or is unrealistic.

3. Manufactured commodltles w1ll trlgger a market domlnance presumptlon far
less often ‘than bulk commodities. However, there is much more motor.carrier competi-
tion for manufactured .commodities, which will tend to held rates down. With appropri-
ately selected rate decreases for manufactured commodltles, the railroads may be able
to recapture scme lost traffic (prov1ded service improvements are also achleved) with-
out fear of Commission suspension as long as the proposed rate contrlbutes to the going
concern value of the railroad.



(c) Protested Rate Increases Under Market Dominance

In the 10-month period following the promulgation of standards in Ex Parte No.
320 (October 1, 1976 - July 31, 1977) the Commission received protests against 39
tariff flllngs involving potentlal violations of section 1(5) of the IC Act as
amended. Twenty-three of these cases could not be evaluated on the market dominance
criteria on the grounds that the protest failed to conform with the rules and stand-
ards set forth in Ex Parte No. 320. The most common deficiencies among these protests
were either a total failure to raise the issue of market dominance or a failure to
support the allegation of market dominance with any type of ev1dence and often w1thout
even stating the grounds for the allegation.

Of_the 16 protests which were in compliance with Ex Parte No. 320 there were two
suspensions and five investigations. The remaining cases were not suspended or inves-
tigated on the grounds that the protestants failed to make a prima facie case of market
dominance.

One suspension involved a coal movement while thé other involved the movement of
bricks. The finding of market dominance was based on the market share test in both
cases. Among the investigations there weré three protested switching cases, one coal
case, and one case involving a routing change (resulting in higher rates) which affec-
ted flberboard and pulpwood. Market dominance was found in three of the five cases
under investigation. A final decision was deferred in the other two cases until the
investigation was completed. Although the disproportionate number of cases 1nvolv1ng
services, partlcularly switching, makes comparisons with the statistical results im-
possible, it is .felt that the percentage of 1nvest1gat10ns and suspensions is well
w1th1n the expected limits.

EVALUATION OF SEPARATE RATES FOR DISTINCT RAIL SERVICES

.This section was de31gned to evaluate the potential impact of separate
pricing for distinct rail services contained in section 15, paragraph 18, of the
Interstate Commerce Act as amended by the 4-R Act. The provisions of the Act
in"this regard were subsequently treated in Ex Parte No. 331.

The primary objective of the section is the assessment of the potential
impact resulting from a concerted rail industry effort in the area of distinct
services pricing, as implied by the Act. In pursuit of this objective, the study
explored the origin and -¢éurrent rationale of the various services presently covered by
separate rates and reviewed the types of services most likely to generate separate
ratemaking activity in the future. An effort was also made to identify the rate/cost
relationships on existing distinct services as an aid in projecting potentlal rate
lévels for dlstlnct services pricinge.

Elghteen present and prospective separate rail services were compiled in an
effort to provide a uniform basis for obtaining data in this area. These services
are listed in Tables I-2 and I-3. While there exist many other distinect services,
these 18 are considéred the most significant.

- 10 -



:z:g»r\:n-'

Table I-2

Selected Distinct Rail Serv1ces
Presently Covered by Separate Rates =

Transit ' ) ' T. Intraplant switching

Diversion 8. Special car weighing . '
Reconsignment 9. 'Car cleaning (to maintain cla331ficat10n)
Protective services 10. Loading and unloading

(refrigeration,- heating, (using railroad crews and

and icing) equipment)

Demurrage 11. Partial loading or

Shipper car allowances unloading en route

(negative charge).

Table I-3

- Selected Distinct Rail Services:
Candidates for Separate Rate Treatment

Insurance on lading 7. Movement of empty
“Assigned cars A private cars ¥
Customized cars 8. Adjustment of shifted
Expedited services load

Car tracing 9. Car cleaning (to up-
Inspection in tran31t grade classification)

*# The movement of empty private cars may not always constitute a- distinet rall
service. For example, in No. 35404, General American Transportation Corp. V. .
Indiana Harbor Belt RR. Co., _ I.C.C. , (Decided By Division 2 on July 10, 1977)f

the Commission held that movements of privately owned cars to and from repair
facilities for ordinary repairs does not constitute a distinet rail service and
is necessary to the,lineehaul or switching movement.
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(a) General Findings

For those services now carrying a separate charge, a. substantial amount
of data was obtained for each item. All of these services are widely used except
the loadlng and unloading activities conducted by railroad crews and equipment,
which is generally restricted to 1nfrequent and highly specialized applications.
Most of the sources consulted 1ndlcated that the following five services were the
most applicable to this study in that they occur within the basic movement as op-
posed to those which occur at either the beginning or the end of the’ movement and
those which occur between movements. . The sérvices include:

- Transit™

- wD1vers1on

- Reéconsignment

- Protective services

- Partial loading and unloading en route.

Although significant differences were encountered from road to road, in

general, use of these services appears to be contracting slowly. However, they still
account for a large proportion of all rail traffic and cut across a number of com-
modity groups. For the most part, the rates charged for these services are consider-

ed by the carriers to be nonrenumerative, although most acknowledge the difficulty in
obtaining satisfactory cost data in these areas. This problem stems from both the
nature of the rail industry's accounting system and the diverse circumstances under
which these services are performed.

The listing of services with potential foi separate rate treatment generated a
number of diverse reactions, but some generalizations can be drawn from this
information. Two of the services, car upgrading and load shlftlng, were unlversally
considered to be an integral aspect of* llne—haul service and not readily chargeable
to any specific shipper.

Two additional areas, the movement of empty private cars and expedited
services, were likewise considered unlikely prospects, but for somewhat different
reasons. In the case of the private cars, most participants felt that the recent
introduction of an experimental tank car mileage equalization program represented a
major advance in resolving many of the problems created by private car movements.
Likewise in the case of expedited services, most felt that this was adequately
covered by present tariff provisions. In this instance the provisions for special
train service and for special terminal switching services were considered adequate
to cover situations of this type.

For three of the services, assigned cars, customized cars, and car tracing, most
participants felt that some type of special rate treatment might be appropriate, but
there was no common understanding as to how this could be accomplished. The car
tracing problem is perhaps the most vexing of the three, as evidenced by the fact
that it has appeared on the dockets of various industry committees for many
years, although no solid proposals have resulted from discussions. The basic
problems in designing a separate charge rise from attempting to define the point at
which the carrier has fulfilled its "basic™ obligations on providing car location
information or estimated delivery times and begins to provide an added service. )
Most shippers and some railroads believe that the need for car tracing is caused by
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inadequate rail. service.and thus. shippers should not be charged A second problem is
determining that portion of car tracing system costs attributable to answering customer
inquiries. Thirdly, no agreement exists on the proper form for such a charge (i.e.,
per shipment,.per -inquiry, per day).

On the other hand, the customized cars situation is the easiest to evaluate as
the costs.and risks borne by the carrier are most clearly defined. The lack of
separate rate: development:in this area  reflects: intra-industry. competition and the
inability of the railroad.industry to develop a'rate format that would solve the . .
basic problems presented by customizing. .. To date the most widely used techniques
for handllng these situations are informal- amortlzatlon agreements and direct shipper
1nvestment 1n the modlflcatlons themselves.,

The a551gned cars ‘issue is somewhat clouded by a lack of agreement within .
the rail industry ‘itself‘on the costs and benefits derived from -assigning cars to
specific: shippers..:Some. believe that assigned cars are basically illegal in spite: of
the ICC's prior rulings to the contrary, while others consider them to be an-essential
marketing tool. It was also questioned how assigned cars actually affected car utili-
zation. Both carriers and shippers agree that. improved utilization ‘could result only
if carriers -levied. some sort. of charge (per shipment or per unit of time) to reflect
the hlgher value of the ass1gned car over the most comparable standard car.’

The two areas. of 1nspect10n and insurarice wWere w1dely recognlzed as approprlate
for ‘separate rate development.. : The inspection category is highly specialized .in that
it occurs primarily in grain shipments.. In spite of this relatively limited -appli- .
cation, however, the establishment of an inspection charge is expected to be very
difficult. This is due to the strong objections of the shippers and the presence of
the "Wichita Doctrine," which was established. by the Supreme Court as an inspection
charge proposal. This case held that a newly proposed line-haul rate separating
a distinct service must .show not .only that the rate: for. the distinct:service is just

. and reasonable,.but also that the resulting line~haul rate with lesser service is not

unreasonably hlgh * In Ex Parte-No. 331, the Commission .stated that it will view other
evidence. of this.nature in considering flllngs under this provision. :

The subject of insurance and the related topic of released value rates
received the most active response during the interviewing process. While all of the
persons interviewed expressed. an interest in separating the-cost -of lading damage -
from the cost of. transportation itself, most carriers were reluctant to-offer insurance
as a separate rail service. Most preferred to move the goods on a released value’
basis and leave the matter of insurance to either the shipper or a third party insurer.
While many perceived that the historical, legal,.and . regulatory climate was:not
conducive to the establishment of released value rates on a widespread basis, there
was optimism that this issue could be resolved either through policy changes w1th1n
the ICC 1tself or through Congress1onal actlon.

In general no substantlal changes in elther the number of separate -rates -
offered or their general rate levels is perceived over the next 5 years. The three
most commonly cited barr1ers to separate rates were: - .

#The Wichita Doctrine has been eroded somewhat by the 4-R Act requirement that the
Commission first find market dominance over the line-haul’ service before it'can find
the rate for that service unreasonably hlgh even if the rallroad has market domlnance
over the dlstlnct rall service. . .

In addltlon the Comm1ss1on is presently con31der1ng, in petltlons now pendlng in
Ex Parte No. 331, the impact the "Wichita Doctrine" may have on efforts to promote
distinct rail services.
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1. The traditional practice of restricting rate levels on separate services
to mere cost pass-throughs.

V2. The loss of the 1ntegrated services as a marketlng tool in competltlve
markets.

3. Anticipated difficulties in establishing rates for disfinct services
due to the so called "Wichita Doctrine" which has been interpreted as requiring re-
ductions in.the line~haul rate commensurate with diminutions in service.

(b) Rate RequestS'Under Separate Rates for Distinet Rail Services

“Rates filed under this provision, as well as under the peak, seasonal, and

_ regional rates provisions (Ex .Parte No. 324) and the Seven Percentum Provision
were to be identified by the publishing agent. This was to. be accomplished through
the use of spe01al earmarking symbols in the tariff publlcatlon and through spe01flc
references in the letter of transmittal.

As of'July-3l,,l977, the Comm1831on,has not received any rate actions :

" formally identified under this provision. There has, however, been a significant .
amount of rate activity for several distinct services, particularly switching, under
normal filing procedures. It should again be noted that the majority of protested
rates under market dominance related.to "distinct services." Although several of these
protested rates were published prior to the service date of Ex. Parte No. 331, they-
continued to be.filed under normal procedures after Febraury 4, 1977.

EVALUATION OF SEASONAL, PEAK, AND REGIONAL RATES.

The third section in this project was conceérned with section 202.(d) of the Act
which requires the Commission to promulgate expeditious rules and procedures for peak,
seasonal, and regional rates. -'The Commission conducted an-investigation of this mat-
ter in Ex Parte No. 324 and has established the expeditious procedures required by
law.

‘The purposes of this section were to determine the nature and extent of peak;
seasonal, and regional traffic; to explore possible strategies for implementing peak,
seasonal, and regional rates; and to estimate the poténtial application of these
rates and .their 1mpact on shlppers .on the railroads, and on competitive modes.

(a) Determlnatlon Of Seasonal Markets

_For purposes of this report, seasonal traffic was defined as traffic in which
one or more weekly volume levels exceed a 20 percent variation from the average -
weekly level (excluding holiday weeks). Other levels of variation were included in the
main analy31s, but only the 20 percent level will be reported in this summary.

The results of this analy51s indicated that between 25 percent and 30 percent of
all railroad traffic could be defined as peaking or seasonal. This seasonal traffic
was most concentrated in the Midwest and West where nearly 40 percent of the traffic
is estimated to be seasonal. Every region of the country had at least some seasonal
traffic.

. In the initial stage of the analysis, 35 commodity groups were found to
have some seasonality in their demand pattern. Of these, 17 had pronounced seasona-
lity. Agriculture products were found to be the most severely seasonal. Nearly all
the movements of the following commodities would be considered seasonal: :
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1. ASoybeans = . " . 7. Fresh vegetables .

2. Corn . 8. Livestock
3; Wheat , 9. Poultry and prdducts
4, Other gfeins 10. Potash and phosphate

rock (used for fertilizers).
5. Other field crops

6. Fresh fruit - L. sgricultural chemicals
In addltlon to these copper and iron ore movements showed substantlal seasonallty.

Three commodltles were found to have moderate seasonallty. These were crushed
stone, sand and gravel, and assembled automobiles. The first two commodities are-most
seasonal in the Northern States where construction activity is halted in the winter,
but are also somewhat seasonal -in.the Southern States. -Automobiles showed some sea- -
sonality as-a result of annual model year cycles. The severity of this seasonality is
1low and a number of major markets failed to meet the seasonal traffic criterion:
described above. :

When the severity of seasonal peaks and valleys was measured, field crops, other
than grain, were found to be the most seasonal although grains, fresh fruit and
vegetables, and copper ore were also highly seasonal. . . .

(b) Manket Responses To Peak, Seasonal, and Regional Pricing

Direct estimates of market responses to peak, seasonal, and-regional rates were
only used to evaluate the overall impact of peak load pricing on the national economy.
In general, it was found that total acceptance of peak load pricing by the railroad
industry would not adversely affect the economy. .

() Implementation of Peak Load Pricing

If the carriers are able to select a feasible strategy and implement it
effectively, there could be substantial benefits. Based on an analysis of market
responses, it is estimated that peak period premium rates designed to equalize
demand could yield over $100 million in additional revenues annually from grain,
metallic ores, and construction aggregates industries. More importantly, the partial
smoothing of demand which would result would make possible substantial .equipment
savings. Under best case assumptions, it is estimated that during the next 10 years,
a capital expenditure of nearly $1 billion for new covered grain hoppers alone .could
be avoided by an effective peak load pricing strategy (a purchase saving of approxi-
mately 36,000 covered hoppers over the next 10 years at an average purchase price of
$35,000). This estimate assumes that the +20 percent variation level will be attained
through pricing changes. This goal appears reasonable in light of the fact that annual
volume rates have in the past successfully smoothed the demand for rail services.

(d) Determination of Regional Markets

For purposes-of this study, regional rates were defined as those intended to
balance the flow of a given type of car between two regions.

The analysis revealed two general types of regional imbalances. The first is the
"extreme imbalance," where there are very large flows of. traffic in one direction with
1ittle, or nothing, returning. It was found that a large percentage of gondola and
hopper cars (20 percent and 50 percent respectively) were involved in "extreme
imbalance" markets. Due to the nature of the commodities and geographic markets served,
it was believed that no reasonable pricing strategy could correct these imbalances.

- 15 -



The second type of imbalance, "the moderate imbalance,™ was felt to be correctable.
In such an instance, there is a large volume of traffic in both directions but is not
completely balanced. In contrast with the "extreme imbalances," a small percentage of
traffic was found to be affected by the "moderate imbalance."™ Depending on the car type,
between 3 percent and 24 percent of car movements were identified as being involved in
correctable imbalance. Over 16 percent of all rail tonnage moves in severely out-of-
balance markets and 10 percent in "moderately" out-of-balance (or "correctable") markets.

(e) Implementation of Regional Pricing

The institutional constraints that apply to peak and seasonal pricing also
block effective implementation of regional rates. Additionally, even in the so-called
"correctable" imbalances, there are as many as 15 carriers participating in the traf-
fic at one or both ends of the regional movement. Typically, the traffic is handled
by various combinations of these carriers. Effective balancing of these markets
would require the cooperation of all carriers plus a pooling of revenues in many cases.
This appears to be an insurmountable difficulty.

Approximately 4 percent of total U.S. rail tonnage is susceptible to regional
rates since a single carrier serves the two regions of origin and destination. For
this reason, it is anticipated that regional rates will see extremely limited appli-
cation and that the overall impacts will be negligible.

(f) Carrier Characteristics

Not all carriers are affected equally by seasonal, peak, and regional traffic.
Roads which originate 50,000 carloads of traffic, or less, annually, are affected
most severely by seasonal or periodic demand fluctuations. Their limited geographic
territory makes them dependent on relatively few shippers and a few commodities. Some
small Midwestern carriers have weekly peak period volumes nearly six times greater
than their off-peak levels.

Among the larger carriers only the ore carriers have so much seasonal traffic
that there are serious fluctuations in total traffic volume carried. Of the roads
which originate over 1,500,000 carloads per year, i.e., the very large carriers, none
has more than 25 percent seasonal traffic. Among this group, the Burlington Northern
has the most seasonality with 22 percent seasonal traffic.

Among the medium to large carriers, originating from 500,000 to 1,500,000
carloads annually, those involved in moving the Midwestern grain harvest (i.e.,
Missouri Pacific, Santa Fe, Union Pacific, Milwaukee Road, and Chicago and North
Western) have the highest percentage of seasonal traffic.

The coal roads are most affected by severe regional imbalances, followed by
the grain carriers. In the markets with "correctable" imbalances, there is no clear
pattern of carrier type except that most such markets are located in the Midwest and
Northeast.

(g) Overlap of Seasonal and Regional Markets

Many markets that were examined proved to be both seasonal and regional in
nature. This appeared to be particularly true of grain and perishable movements. The
poor revenue to cost ratios found in much of this traffic suggest that the railroads

are not being adequately compensated for the seasonal and regional demand impacts they
incur.

(h) Rate Requests Under Seasonal, Peak, and Regional Rates
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Only two- appllcatlons “for' peak, seasonal, or regional rates have been received
, by the Commission as'of July 31, 1977.*% Both wére seasonal rates involving decreases
during the off-peak and appeared experlmental in nature. Both requests were granted
on 10-days' notice. ’ ’

One case involved a request on short notice to publlsh ofTLpeak volume rates
on limestone. The justification for this change was to improve car supply and': encou-
rage shipment during the 5-month off-peak perlod.

The other case involved a request again on short notice, for off-peak: rates on
* grain to apply during the nonharvest period. For wheat this- period includes August 16
through the next June 30, and on corn and soybeans the period includes December 1
through the next September 30. The rates were des1gned to 1mprove car supply and to
be competltxve w1th truck rates.’

EVALUATION OF SEVEN PERCENTUM PROVISION

" The fburth section of the ‘study involved an evaluation of rate’ structure,
Ageneral rate changes, and selectxve rate change analyses.

" (a) . Rate Structure Analys1s [
The following observations can bé made from Exhibit 25 which contains the' rate
structure and analysis for all commodity groups used in this study, both 1nd1v1dually
and collectxvely. .

. In total, nearly 35 percent of rail tonnage is estimated to be’
noncompensatory. 29 percent of interstate tonriage.and 50 percent of intrastate
tonnage. Lo :

2., It is estlmated that 18.6 percent of rail revenue is derlved from
noncompensatory rates. . .

: 3:" Revenue per ton m11e is hlghly correlated with 1ncrea31ng
revenue/cost relatlonshlps. ;

) ‘"4.' The average revenue per ton mlle for intrastate trafflc exceeds ‘
that of 1nterstate traffic due to the short~haul nature .of the intrastate
market. Rates on a per mile basis are, however,’ lower fbr 1ntrastate trafflc.

5. Although 1ntrastate traff1c has a hlgher average revehue per ton mlle
(2.97 cents) than interstate traffic (2.U45 cents), it is much less profitablé
for the railroads. This is due to the commodity mix, short-haul nature, and
high fixed costs of intrastate traffic and the lower rate structure (rate per
mile) of intrastate traffic. . .

si_(b) -Rate Change'Analysis D

¥ Subsequent to the preparation of this report, the Southerh Freight Association,
on September 1977, filed a rate proposal which would establish a 20 percent seasonal
premium on grain for movements to, from, and between points in. the Southern territory,
Indiana, and Illinois effective from September 5, 1977, to December 15, 1977. This
proposal would however not apply to. movements in prrvately owned cars. o

On September 14 1977, the Comm1331on served an order (Number 36663) permitting’
the adjustments to- become effective without suspen31on and 1nvest1gat10n subJect to
weekly reportlng by the respondent carriers. . .

The Southern Frelght Ass001at10n was, however restralned from 1nst1tut1ng the

proposed seasonal increase by a September 14 stay by the U. S. Court of Appeals for
the Eighth Circuit, St. Louis. The stay is opposed by the Commission.

- 17 -



Two. types of rate changes were investigated in this analysis. The first study
estimated the revenue and traffic volume impact if all noncompensatory rates,
as estimated for the purpose of this study, were increased to the variable cost level.:
This involved no increase for some commodities and as much as a 200 percent increase
for other commodities. The average increase was 35.7 percent. Revenue impacts were
estimated by applying the demand elasticity for each commodity to the required rate
increase for that commodity. - The increases apply to all traffic, both interstate and
intrastate. ’

The impact of major increases in noncompensatory rate levels is estimated to be
marginal at.best. At maximum, total revenues would be increased by 7.0 percent assuming
no diversion. Assuming some diversion impacts, total revenue may increase up to 1.4
percent with a resulting traffic loss of 3.0 percent. If a more elastic demand is
assumed (i.e., shippers are more price sensitive), a net revenue loss may occur.
Naturally, there are some increases that would be so major as to divert all traffic of
a particular commodity from rail. This is particularly true for fresh fruits and
vegetables. .

For illustrative purposes, the increased profitability derived from increasing non-
compensatory rates was estimated. The impact on profitability, as measured by net
revenue from railway operations, depends on both traffic diversion (shipper price sensi-
tivity) and the percent of total costs assumed to be variable. The result of this exer-
cise indicates that net revenue may decline by as much as '17.0 percent or increase by as
much as 20.4 percent as a consequence of increasing rates on noncompensatory traffic to
variable cost levels.

It must be recognized that these estimates are based on rough approximations of
both costs and elasticities. Yet, the relatively wide range of potential impacts
attests to the very risky nature of such action, depending upon the assumptions made.

The second rate change hypothesis investigated the impact of "across-the-board"
rate increases.and decreases on nonmarkeft dominant rail traffic,

The analysis shows that major rate changes translate into a relatively minor
impact on total rail revenues. However, even these minor revenue increases could have
a substantial impact on rail profitability.

A 7 percent increase in noncompensatory traffic could increase net revenue
from railway operations by 11l.2 percent assuming no diversion. However, given alterna-
tive assumptions concerning the elasticity of rail demand and cost variability, the
impact may range from an 8 percent decrease to a 6 percent increase in net revenue from
railway operations. Again, general rate actions are relatively risky depending upon
actual conditions.

(c) Selective Rate Changes

Ideally, selective rate changes would provide a rail pricing strategy more
attuned to the marketplace than the general rate increases. This strategy would be
based on the shipper sensitivity (i.e., transport demand elasticity) to rate changes
as perceived by the railroads. An analysis was undertaken to demonstrate the feasi-
bility of the approach and the level of improvement over general rate changes that
could be expected.

While this analysis was performed by individual commodity, the selected rate
changes by commodity could not be presented since the demand elasticity faced by any
carrier may differ significantly from those estimated in this study. For each commodity
group, one of three rate actions was applied. These were a holddown on all rates,
normal increases, or additional 7 percent increase. The weighted average increase for
all rail traffic in this analysis was 0.3 percent. The results of this analysis sug-
gest that selected rate actions under the new 4-R Act provisions could increase total
rail revenues by 1.1 percent while not impairing volume growth on the remaining traffic.
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The impact: on profitability is estimated to range from a 3.0 percent to 5.9 percent
increase, agaln depending on the asaumed trafflc diversion and percentage of total
cost. that is considered varlable. '

The prlmary conclus1on to be drawn from this demonstratlon ana1y31s is that
the railroads may reduce their risk.of trafflc diversion by using selective rate
1ncreases rather than the general rate 1ncreases ‘described in this analysis.  Total
revenue would necessarily be decreased by any increased market research neces31tated
by the new market dominance concept. However, this expense would be "incurred in’
connection with any rate increase, whether or not the Seven Percentum Provision is
used.

(d) Rate Requests Under the, Seven Percentum Prov1s1on

At the time thls report was belng prepared only two rate’ actlons had ‘beeh flled
under this section,¥* . The first involved a Southern Freight Tariff Bureau’ request
for a.7 percent  increase .on blackstrap molasses and relatéd articles in tank cars -
affectlng shipments orlglnatlng at various points in Loulslana, Mlss1ssipp1, and
Mabama and terminating. in M1s31331pp1. These commoditiés had erroneously ‘been-
"flagged out" of Ex Parte No. 330 '(a geheral rate increase). The proposed 7 perent
increase was requested to correct this error. In its attempt to comply with the
data requlrements set forth in section 15 (8) (c) of the IC'Act, the proponent stated
‘that it was neither aware ‘nor did it have the .available 1nformat10n as to the amount
.of tonnage if any, that moved by competltive modes. Thé railroad used thé Seven
Percentum Provision being reasonably sure that no protest would be forthcoming and
that.the Commission would not suspend the increase having previously .approved the
;_general rate, increase from whlch these commodltles ‘were 1nadvertent1y excluded. -

The second case represented the only bona fide Seven Percentum case. This - N
rate increase filed by the Pacific South Coast Freight Bureau requests a 7 percent
increase which applies to approximately 500 individual rates when the movement origi-
nates in California. Since no protests were filed, the Commission “permitted’ the
» 1lncrease even though information on existing competltlon for- the affected markets was
.,not presented at the t1me of the flllng. o,

' PARTICIPANTS' ‘C‘OMMENTS AND RESPONSES

Eleven railroads and 14 shippers (and shipper organizations) prov1ded valuable
comments on the approach and results of this study.- A brief syriopsis-covering each.
major study area is given below. It should be noted that these interviews were
conducted during an early phase of this study--when the rules pertalnlng ‘to each
;prov151on were relatlvely new. : .

(a) Market Domlnance"':

* Subsequent to the preparatlon of thls report on August 31 1977, the Eastern
Railroads filed. twelve separate proposals . to increase rates from 5 to'7 percent 6n-
glass containers, metal closures, sewer pipe joint' compounds ‘moisture or: condensatlon
plpellne coatlng, floor Sweeping compounds, coal or coke briquettes, wood chip addi-
tives, asphalt additives and paving joint compounds;, pulpwood, butter fat, carpeting,
and fresh meat and packinghouse products, to become effective October 1, 1977.
Indications are that these railroads will file additional increases under this
provision ir mid-September on agricultural insecticides, cotton, margarine, shortening,
malt liquors, and games and toys. A filing by.the Southwestern Freight Bureau has
also been received.
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' Perhaps the most poignant indication of responsé to market dominance is thé lack
of undérstanding on the part of railroads and shippers of the presumptxve tests and
procedural aspect of protesting ratesunder this new concept. Since the railroads do
not anticipate deriving substantial benefits from selective rate increases, they are
unlikely to generate significant action. Thus the antlclpated lack of success of
this provision-in encouraging selective rate changes may be at least in part, a self
fulfllllng prophecy. However, both shippers and earriers have poséd problems with
the market dominance concept. Some of these, however, stem from the1r 1ack of under-
standing, a 51tuatlon the Comm1331on will have to resolve.

Vlrtually all the railroads interviewed expressed concern that the
Commission's market dominance definition, presumptions, and procedures fail to give
them adequate rate flexibility. Some sSpeculated that over 90 percent of all rail
tonnage is market dominant by the three presumptive tests. In addition, they are
concerned that the 160 percent revenue to variablé cost ratio used ‘in the cost test
will become a standard for maximum reasonable rates, despite the Commission's- ’
assurance in Ex Parte No. ' 320 that this was not the case. A few earrlers ‘expressed
dlsapp01ntment that, the presumptions are not more stringent. These carriers believed
that 1ncreas1ng prlce competltlon w111 be harmful to their own 1nterests.

. As expected, most shippers had views totally ‘opposite of carrlers‘ views.

W1th the initial burden of establishing a case for market dominance on them, shlppers
anticipate experlenclng great difficulty in getting rates suspended. This concern is
greatest. among small shippers who argue they lack the resources to develop the-neces-
sary data to establish their case.  This fear is ‘balanced by that of the carriers who
anticipate difficulty in developing data for rebuttal. Finally, just as-the carriers
erroneously predicted that thé 160 pércent revenue to cost ratio used in the cost test
will become a standard for maximum. rates, the shlppers also erroneously predlcted that
it will become a standard for minimum rates.

(b) Separate Rates for Dlstlnct Serv1ces

Both shlppers and rallroads had’ mlxed react1ons to ‘this prov131on.,'Some shippérs
who favored the implementation of separate rates- ‘felt they would have a-hand in.choos-
ing the services they require and the rates they pay. Other shippers were skeptical,
-arguing that separate rates was just. another way. of ra1s1ng rates, rather than 1nnovar
tive ratemaking.

.(c) Peak, Seasonal, and Regional Rates

Carrier reaction to the peak, seasonal, and regional rates provision generally
fell into two categories. 'Some railroads were cornvinced that seasonal -and regional:
rates would never work, while others expressed interest in using them to ease capacity
problems. All carriers interviewed, however, agreed that the actual implementation of
peak and seasonal rates may be limited over the next 2 to 5 years.

Understandably, shippers' reactions were oriented toward their ability to
minimize transportation and distribution costs. . Shippers whose traffic is highly
seasonal were concerned that they have adequate notice of impending peak period
increases so as to permit the inclusion of the rail rate increases in the delivered
price .of their goods. Shippers whose traffic is not seasonal and have traditionally
experienced a worsenlng of service during peak periods, favor their implementation.
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(d) Seven Percentum Provision.

, Slnce this provision was tied- to the market dominance provision in the 4-R.Act,
the railroads appeared generally disinterested in its appllcatlon. Notlng that
a rate filed under the Seven Percentum.Provision must, to the extent avallable, be"
accompanied by market.dominance ev1dence, most carriers believe ‘that this provision
does not offer any advantages and thus have elected to file rates under normal
procedures. . . ; . S
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IT - EVALUATION OF MARKET DOMINANCE PROVISIONS

The purpose of this’ chapter ‘is to evaluate the impact - of the market ' dominance
provisions promulgated by the Commission in response to section 202 of the 4=R Act.
These prov151ons were established in Ex Parté-No. 320 with the final order being

served on“October ‘1, 1976. Railroads are now allowed to raise rates in. the absence of
market ‘dominance w1thout fear of Commission suspension except when sections 2, 3, and
4 come into play. Ex Parte No. 320 established three rebuttable presumptlons ‘of mar-
ket dominance in addition %o expedited ratemaking procedures. The three rebuttable
presumptions are stated in section 1109.1(g) of the final order. A preliminary
finding of market dominance will be made where any one of the following three pre-
sumptive tests are met:

1. The proponent carrier or carriers have a market share greater than or
equal to 70 percent of -the relevant market.. If the rate was collectively made, the
market: shares.of all carriers.involved in -the discussions or participating in the rate
are to be combined in the market share calculation, or

~ 2. The rate equals or exczeds 160 percent of variable cos:, or

3. "Shippers or consignees have made a substantial investmert in rail-
related equipment or facilities which prevents or makes impractical the use of another
carrier or mode."

Estimates and tests of the percentage of rail traffic that would meet the thresh-
0ld test for market dominance under each of the three presumptions and in total were
to be developed. In addition, the impact on intermodal and intramodal competition,
shippers, and rail profitability were also assessed. The project does not include an
evaluation of alternative recommended measures of market dominance, but is directed
toward an 'evaluation of the ‘existing measures as defined by the Commission.

APPROACH

The several market dominance provisions are so new that at the time of this
evaluation there were few actual rate filings. Therefore, in the absence of such
empirical data, the Commission's approach was to test the potential impacts of each
presumption separately using the best available historical data and statistical mea-
sures and then integrate the results intoc a range of estimates of potential market
dominant tonnage. Often, this required the use of basic data (such as the Waybill
Sample) which was not intended for disaggregate analysis. However, these data were,
in fact, the best available source information for this study. Finally, the inte-
grated results were used as a criterion on which the first 8 months of experience
under this provision were evaluated.

A brief deccription of the general approach to each presumptive test is provided
in the following cections.

(a) Market Share Test

Estimates of rail modal share were developed using a bulk commodity data base
developed for the Transportation Systems Center (TSC) and the Commodity Transportation
Survey of the Bureau of Census. Both of' these data bases show commodity movements
between BEA Regions by commodity and mode of transportation for 1972. From these, the
rail modal share and thus the percent of tonnage that would meet the threshold test
for rail market dominance were developed.

The geographic regions in the data bases were considered to be too disaggregate
for purposes of this study. Tariffs (i.e., the applicable market) generally cover
larger geographlc areas than the BEA Regions. In order to match more closely the Com-
mission's informal definition of a market,-the 171 BEA Reglons in the continental
United States were aggregated into 25 terrltorlal groupings which roughly resemble the
transcontinental territory groupings. A map of these 25 territory groupings is shown
in Exhibit No. 5.
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For purposes of the market share test im:this: study, a.market was defined as the
movement of .one ‘of* 36 commodity groupings- between.two of the 25- territory groupings, -
shown. Each individual market- was tested for a 70 percent rail . modal share, and - .,
classified ‘as either "market dominant" or "not market dominant™ based on the 70 per—
cent ‘test. The results of this test by individual market were aggregated by commodlty
for presentation in this report. - o . I .

Evidence on private truck competition, and potential competition, can be pre—
sentéd as rebutting evidence during an. investigation. .Quantitative estimates of
potential competition are only .available on a case by case basis, and therefore were:. .
excluded -from this evaluation. Quantitative estimates of private truck:competition are -
available from various sources and were incorporated in the market share calculation.
While private truck movements are. documented for manufactured commodities in the Bureau
of Census data, private truck movements are only roughly estimated in the Transporta-
tion Systems Center data. This particularly affects grain movements by.agricultural
co—ops.

In practlce, 1ntramoda1 competltlon among the rallroads w1ll be Ancorporated in
the calculation of market share if a rate is independently proposed. However, given
current ratemaking practices, most rail rates are collectively made. Railroads col-
lectively-making rates .do-not provide effective competition for each;other. Although
market dominance is not ‘found per se,. thé market share of the individual railroads
'collectively making the rate muist be aggregated in the.determination of market domln-
ance. ‘Thus, the calculation of-total rail modal share accurately. reflects these pre-
- sent ratemaklng practices and application of the'collective: ratemaking subtest. A -
separate evaluation .of the impact of intramodal competition was also performed.

(b) Cost Test

The test of traffic where revenues exceed variable cost by 60 percent or more was
conducted by estimating costs of each individual movement in the 1975 One Percent
Waybill Sample. Standard Rail Form A costing formulas for 1974 were. applied to each
movement and were adjusted by inflating them to 1975 levels using the-AAR index of -
Material Prices and Wage Rates. The results were then-statistically tested to deter—
mine- the ex1stence of market domlnance under this test. 4

For purposes. of thls cost test, the 171 Bureau of , Economic Analys1s Reglons and
the 127 SPC commodlty grouplngs were used as outlined in Chapter I of thls report

The wayblll 1nformat10n was not detalled enough- to apply Standard Rall Form A
costing procedures without some adjustments and additions. These addltlons included:

1. Identlflcatlon of orlgln/destlnatlon cost regions
2. Identlflcatlon of ICC car type . ‘

- 3 ‘Estimation-of mileage 1n'each regioh
L, Estlmatlon of the number of . 1nterchanges

A simplified version of Rail Form A costlng was ‘then applled to -each movement in the
wayblll sample. In the costlng procedure, the follow1ng assumptlons were made:.

o 1 Multlple car sw1tch1ng cost saV1ngs adJustments were 1ncorporated )
according to the following schedules:

0-4 cars - - - No saving

5-10 céfs'f : -5 percehtvper csr savinéT, o
11=50 cars - 50 percent per car saving

Over 50 cars - 75 percent per car saving
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These- levels.of switching cost: savings .were used by the Commission in Ex Parte
No.:270: These cost’savings were incorporated for several commodities which tend to
move in multiple car batteries, including iron ore, coal, limestone, aggregates, ,
potash, phosphate rock,.and coke. - Nearly half of the waybills on.the waybill tape
included miltiple car movements which were adjusted for these cost .savings. However,
since switching is only one element of rail costs, the overall cost reductions were
relatively minor.

Outbound tran51ted movements were not costed due to the dlfflculty of
tying 1nbound and outbound movements. . This difficulty affects grain movements in
* particular. As a result, only the grain gathering rates are included in the cost
test. This overstated the revenue/cost ratios for particular commodities including:
- wheat, corn,- and barley. Twenty-five percent of wheat tonnage, 13 percent of .corn
tonnage, and 26 ‘percent of barley tonnage found . on the waybill sample was not costed
‘primarily due to the transit situation.. Co

3. Unit train movements could not be identified on the waybill sample
although signifidant portions of coal movements.are in unit trains. As,a result, coal
mOVements costs are- probably overstated., ,

U, Interchange act1v1t1es could not be 1dent1f1ed preclsely on the waybill
sample. Movements -could be identified as -either having no interchanges (where origin
‘and destination carrier .is.the same) or having at least one interchange (where origin
and destination carrier were different). Where no interchanges were 1dentif1ed no
interchange éosts were added. -Where. interchanges were identified, standard 1nterchange
costs, adjusted by car type to ensure overall consistency with total rail costs, were
included.

(c) Substantial Investment Test

) Proxy measures were used to test the 1mpact of the substantial 1nvestment test.
Private car ownership ‘and multiple car movements were used as-indicators:of substan=
tial 1nvestment Private car- ownership, while. a substantial. 1nvestment in 1tself if
commitment to the rail mode. Multiple car movements because they often requ1re o
investments in siding and loading/unloading facilities, may also be used as a proxy
measure-for large handling facilities.. (It is recognized that cars may be.individually
switched and shipped undeér multiple car rates.) Statisties on private car movements
and multiple car movements were both derived from the One Percent Waybill Sample. Both
leased and owned private cars’ were included :

(d) General

This study is intended to provide an estimate of the overall impact of the new
market dominance provisions. As such, it ‘should not be construed as a definitive
statement as to whether or not market dominance will be found in individual cases
brought before the Commission. This is: of particular importance for the market share
and substantial investment presumptive tests. The definitions of market used in the
market share test do not represent the Commission's final interpretations of a market.
This definition will be forthcoming in future Commission decisions on a case-by-case
basis. -Likewise, the proxy measures used in the substantial investment test may not be
construed as a standard for.establishing Commission policy. This is particularly true
for multiple car movements (used as a proxy for large handling facilities). In all
instances, the ability to present rebutting evidence has not. been considered in these
estimates. . :

The results for each of the three individual presumptive tests are shown in

Exhibit 12. The following sections provide a discussion of those results plus addi-
tional observations developed during the course of the study. -
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MARKET SHARE TEST

This’ sectlon discusses. the assumptlons resultlng blases, and results of the mar-
ket share test. The ba51s approach to evaluate ‘this presumptlve test was dlscussed
earlier.

(a) . Assumptions and Resulting Bias

‘The approach descrlbed contalns several underlylng assumptlons each of which
will bias the results of the market share calculations performed. Most of these
biases will tend to overstate. the percentage of rail trafflc con31dered market
domlnant under this. test.,

' 1. Intramodal competition is also not incorporated in the initial esti-
mates. The CTS and T3C data do not distinguish individual rail carriers; rather, the
data show total rail movements. Given the current. interpretation of the collective
ratemaklng subtest and the overwhelming majority of collectlvely made rail rates, the
elimination of intramodal competition may more accurately reflect the actual 1mpact
than if intramodal competition were incorporated. In order to provide intramodal com-
petition, a rail carrier must file independent notice, a rare practice for rail rate
increases. Intramodal competition would result in lower estimates of rail traffic
considered market dominant. The impact of intramodal competition on the rail market
share test for bulk commodities is assessed in a later section.

2. Potential competition from motor carriers or water carriers, speci-
fically excluded from an initial market dominance filing, is also not 1ncorporated in
this study. While the railroads may have greater. than 70. percent of a market, they
"may- not have market dominance if a small increasé -in their-rates could cause-a major
modal shift. This bias would also overstate the rail traffic considered market.
dominant. - C

3. 1972 annual flows are used throughout the market share test. Sighifi-
cant changes may have occurred in the distribution system since that time.. Of parti-
cular note is the growing use of truck movements for grain products, fresh fruits and
vegetables, and lumber, which would indicate that the estimates may be overstated.
However, the overall bias resulting from the use of 1972 data is not known. 'The
impact of using 1972 information will be investigated later in this section.” -

L, Protectlng agency confldentlallty requlrements are.a s1gn1flcant pro—
blem. Almost one quarter of the CIS data at the individual commodity level could not
be provided due to confidentiality . (i.e., .the total tonnage in the CTS sample is over
one—thlrd greater .than the sum of the 1nd1v1dual commodltles) : ..

These tonnages were w1thheld due to the small number of shlppers that Shlp a par—
ticular commodity in a given lane. If these shippers primarily use rail, the esti-’
mates will be biased downward. Conversely, if they use another mode .of transporta—
tion, the estlmates will be biased upward However, the overall bias is not known. .

r(b). Overall Results

As shown in Exhibit 12 it is estlmated that HH T percent of current rail- trafflc
would likely meet the threshold conditions of market dominance under the market share
test. This percentage is based on an aggregation of .individual commodity .and geo-
graphic markets. (e.g., corn from Minneapolis.region to Gulf Coast. region). -The hu,7
percent estimate represents an.aggregation of .these individual markets and is relative
to historic traffic on the railroads. Thus, -it may be interpreted as the percentage
.. of historic rail traffic (not total traffic transported) that is likely to meet the
threshold level for .market dominance under the market share test. (It should bevnoted
that Exhibit 12 assumes that the 36 commodities used for the market share test apply
to the 127 SPC commodities. This methodology is explained. tater in .this section,)
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A few points, made earlier, should be re-emphasized. This estimate of market
share dominance includes interstate rated traffic only. Noncompensatory traffic is
not subJect to the market dominance provisions by an initial interpretation of the 4-R
Act. Tastly, private fleet movements were included in this estimate to the extent
possible.

It should be noted that 29.5 percent of rail traffic would be considered noncom-
pensatory using Standard Rail Form A costing precedures. This amount is likely over-
stated since unit train cost savings, as well as other p0331ble ad justments which
apply to specifié moves and/or commodities, were not incorporated in the cost test.

A large proportion of this noncompensatory traffic is attributable to coal, much of"
which meets the threshold test of market dominance under the market share test.

'(c) Results by Major Rail Commodity

- The results for the major rail commodities are shown in the ‘following table and
dlscussed 1n the following sections.

Table II-1
Market Share Test Results

for Major Rail Commodities
(Tonnage in Millions)

Rail Interstate

Tonnage Shown ' Tonnage Considered

Commodity _ " in Data Base Market Dominant Percent
Coal ' 42 228.9 55.3
Iron ore 130.6 88.4 67.7
Food products 76.0 18.1 23.8
Sanhd and gravel ' 66.3 ' 14,9 - . 22,4
Logs, pulpwood 53.7 ' ' 19.2 35.7
Chemicals - 9.5 ' , 15.3 30.8
Iron and steel : '

products ' 49.3 28.6 58.0

These percentages were developed from the various transportation data bases and
applied to the One Percent Waybill Sample, as shown in Exhibits 6 and 12.

As shown in the table, coal is the major commodity moving by rail in terms of
interstate tonnage. Of an-estimated total 562.3 million tons transported in inter-
state traffic in 1972, 414.2 million tons moved by rail (73.7 percent). However, only
55.3 percent of the rail tonnage would meet the threshold test for market domlnance.
The railroads havé a 70 percent market share for approximately 35 percent of the total
interstate and compensatory transportation tonnage of coal. With the exception of
short-haul movements in the East, and water-competitive movements southbound near the
MlSSlSSlppl River System, the rallroads show significant market share on all major
annual movements of coal if noncompensatory traffic is ignored. It should be noted
that over 40 percent of coal traffic was found to be noncompensatory using Standard
Rail Form A costs.

Of a total 206.0 million tons of iron ore transported in interstate commerce in
the United States in 1972, 130.6 million tons (63.4 percent) were moved by the rail-
roads. OFf the amount moved by railroads, over 65 percent would be considered compen-
satory and meet the threshold test for market dominance. - The remainder of the traffic
is largely noncompensatory. Effective competition can be found in very few geographic
markets where the railroads do move the ore. This result illustrates a concept that
permeates the data for all commodities. In any given region there appears to be a
tendéency for a "zero/one™ modal split. If one shipper in a region finds it less
expensive to ship via one mode rather than another, it is likely that all shippers in
the region will find the samé rate and service relationships. Moreover, because of
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sunk investments in facilities, a single shlpper is not 1likely to shift his modal
choice -decisions on a daily ba31s. : .

As such a tendency for a "zero/one" modal spllt would be expected fop any one |
shipper or any one movement (or annual traffic flow) or for a set of shlppers in a
narrowly defined region and over time. As will be demonstrated later in this section,
modal. shares diverge- -from the "zero/one" condition.as regions (or commodltles) are ..

) aggregated .This leads.to.a flndlng of less market domlnance as regions are aggre-
gated. In fact, if the .total U.S.- is ‘considered to be.the’ relevant market, the rail-
roads would not meet the threshold test of market domlnance in iron ore since their
Hmarket share is less than. 70. percent (i.e., 63.4 percent). Thls result. relnforces the
importance of a careful definition of the relevant market. .

Food products (including all of STCC 20) were found to be the third largest

interstate commodity group moved by rail, totaling 76.0 million tons. This repre-
. sents 42.5 percent of the total 179.0 mllllon tons of .food products transported in

=1nterstate commerce .in 1972. Approximately 18.1 mllllon ‘tons, or 28.8 percent, of the
rail tonnage appears to meet the threshold test. of ‘market domlnance under the market
share .presumption... It is estimated that nearly all movements eastbound from the West
Coast (part1cularly long haul) meet the threshold test. of market dominance. In addi-
tion, movements into the Northeast and Southeast were generally found to meet the
threshold test, partlcularly those movements originating in the Mldwest

: The rallroads haul less than one—quarter of ‘the 1nterstate movements of crushed
_-and broken stone, sand and gravel In 1972, the railroads moved over 66 million tons,
or 22.2 percent of the total 298.8 million tons moved. ‘interstate in that year. Only
14,9 million tons would meet the threshold teést-of market .dominance under the market
share test.. This is due to the local and relatively short-haul nature of the sand ‘and
gravel market.

A review of the reglon-to-reglon movements of sand and gravel conflrms the . . .
short-haul nature of this market. Market dominance would likely be found prlnc1pally
in the East, Midwest and South. Many of these movements are longer—than—average
hauls. However, only.22.4 percent.of the overall market would meet the threshold test

of domlnance under the market share presumption. : A . .

S The rallroads hauled over 62 percent of the 1nterstate tonnage of 1ogs and. pulp—
wood in 1972. This totaled 53.7 million tons out of 85.6 million tons moved by all.
modes of transportation. An estimated 14.6 million tons, or 27.2 percent, of the rail
tonnage would meet the threshold conditions.for market domlnance under .the market
share. presumptlon. "This market- dominance appears to exist.primarily in, the. Southwest
on 1ntraterr1tor1al movements. .However, effective competltlon for logs. and pulpwood
movements. was found.in the East, Northern Plains, and West Coast 1ntraterr1tor1al
movements. It should be noted that these. movements are primarily short haul (i. e.,;
less than 300 miles) in nature since the commodlty is moved to paper mills for pro-
cessing. These_paper,mllls are located in the lumber production areas for economic
reaSons. . L : L , L i

: Interestlng results ‘were . found. for the three prlmary graln products. Of . the.. rall
movements of. corn, wheat, and soybeans, 40.9 percent, 77.4 percent, .and 49.0 percent
respectively would meet the threshold conditions of . market dominance under the market
share presumption. These percentages are somewhat higher than might have been ori-.
ginally suspected in view of the large movement of wheat by agricultural’ co=ops, and
corn and soybeans by water carrier. In fact, the rail share of the total interstate
market is 42.6 percent, 73.5 percent, and 30.7 percent for corn, wheat, and soybeans
respect1vely. However, the results can be explained by the concept of,stable market
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shares discussed above. In addition, private éarriage acdounts for mich of the tiuck
movement. The quality of the avallable private truck data would partlcularly impact
the results for wheat.

~ In’ summary, it is estimated that approx1mately 45 percent of the rail tonnage
moved in 1972 would meet the’ threshold conditions of market dominance under the market
share test. Market dominance is much higher in the bulk commodities than 1n the’ manu-
factured goods (as would be suspected a prlorl due to truck competition), It is esti-
mated that two major commodities (coal and iron ore) account for nearly one-half of
the rail tonnage considered compensatory and meeting the threshold condltlons of ‘mar-
ket dominance.

(d) 'Impact of GeOgraphic Market Definition

. As'was noted above, the deflnltlon of the relevant ‘market is a key determinant ‘in
the results of this analysis of market dominande. In order to quantify the impact of
alternatlve geographic market definitions, the same analy51s as. described above was
performed for each of three potential market deflnltlons. These market definitions
are listed and descrlbed below. ' ' ) - o

1. BEA Regions. Market dominance was tested using the supplied transporta-
tion data in their most disaggregated form, the BEA Region. There are 171 of these
regions in the Contlnental United States. Exhibit 5 shows these regions. In several
-"discussions with the railroads, these regions were considered too detailed since. rates
generally cover larger geographic¢ areas. However, this® définition appears to most
~ closely resemble the"statutory definition of market as the ‘applicable tariff or rate
and is consistent with point to point tariffs which are used for many- commodltles.

2. Major Rate Territories. The 12 major rate territories were also used as
a market definition. These territories were generally believed to be too broad in a
geographlc sense. . ) : o - o

3. Rail Modal Share. The total U.S. rail modal share is another potentlal
market definition. If the rail modal share is greater than 70 percent the railroads
would be considered to have market dominance in this. commodity. While this definition
of the market is not practlcal the results provide an.interesting. benchmark for com—
paratlve purposes.

‘These "market ‘définitions" represent varying degrees of regional aggregation and
various manners in which to view a market. Exhibit 7 shows the results of this test
on alternative market definitions. The exhibit shows total transportation tons, rail
tons, .the 25 rate territory market results developed above and the results of the
three alternative market definitions described.

With few exceptions, ‘the percentage of rail traffic likely to meet the threshold
conditions of market dominance decreases as the geographic regions are aggregated.
This percentage was highest for the BEA Region definition (171 markets) and lowest for

" the Major Rate Territory Markets ‘'definition (12 markets). The rate territory defini-
tion used in, this study of the market share test generally falls between these™ two
extremes. These results are con31stent with the concept of stable modal ‘sharés
described ‘earlier. . )

(e) Impact of Intramodal Competition

The tests of the market share presumption conducted above assume that the rail-
roads collectively make all rates, thereby requiring that the market share test be
.conducted on the total rail modal share (i.e., a total of all rail carriers) as a
share of the total transportation market. Those tests do not assess the impact of
intramodal competition among the rail carriers. Under the new regulations, intra-
modal competition exists if the rail carriérs have not discussed the rate in their
meetings or had other informal discussions.
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In order to determlne the 1mpact of 1ntramodal competltlon "the ¢arrier shares of
the region to region markets for bulk commodities were analyzed In this analysis,
the BEA Reglons were used. The Rail One Percent Waybill, Sample was summarized by car-
rier, origin, destination, and commodity. This summary was then compared,w1th the.
market share analys1s by individual market (origin, destination, and ‘commodity). Each
movement that met the threshold test of market dominance when all rail carriers were
'con51dered together, but with enough intramodal competltlon to_lower any individual
carrier's share of the total market below 70 percént, was flagged The tonnage where
intramodal competltlon was found was ‘then subtracted from total estlmated market
domlnant tonnage. . . -

Exhibit 8 shows the results of, this. analy51s., As-can be seen, the analy31s was
performed for bulk commodities only,” Sincé& these- commodltles were most likely to meet
- .the threshold condltlons of rail market domlnance. "That exhlblt shows the percent of
rail tonnage meeting the threshold conditions using the BEA Region markets (these per-
centages agree with those shown in Exhibit 7), the rail tonnage that showed likely,
market dominance in the first test but had 1ntramodal competltlon, and the revised
rail market dominant percent. In this first pass, each unique orlgln and destination
rail carrier combination was considered as a separate intramodal carrier. The fourth
and fifth columns show the revised percentages when origin or destlnatlon rail car-
riers are cons1dered as separate intramodal carriers.

As shown in Exhlblt 8, there is a substantlal decrease in. the percentage of rail
traffic likely to méet the threshold conditions of market dominarice if intramodal ‘com-
petition is 1ncorporated in the market share test. For all major commodities moved by
the railroads (including coal iron ore,.sand and gravel and grains), a decrease of.
at least one-third occurred in the percentage of traffic likely to meet the threshold
test of market dominance when intramodal .competition was incorporated. In fact, the
percentage of wheat likely to meet the threshold test was more than cut in half.

: Thls decrease can be prOJected to the estlmates u51ng the rate terrltorlty mar-
kets since these larger territories would tend to have more railrcads competlng for
ex1st1ng traffic. In fact it is possible that an even greater impact could occur.

In summary, ir’ 1ntramodal competltlon can effectlvely be promoted the percentage
. of rail traffic meetlng the threshold conditions of market dominance under the market
share test would drop substantlally.. .

(f) Impact of Water Competition

The Inland River System, the Gulf Intracoastal Waterway (GIWW), and the Great
‘Lakes are the major source of competition for the railroads in the interstate trans-
portation of bulk commodities in the United States.. This water competition could have
a substantial impact on the percentage of tonnage meetlng the threshold conditions for
rail market dominance.

" In order to test the impact of water competition, the BEA Region markets were
once again utilized. All traffic moving between water-bounded BEA Regions was classi-
fied as water competitive. This group consisted of all those BEA Reglons bordering
the Inland River System, the GIWW, and the Great Lakes. All traffic moving to or from
"]land-locked" BEA Regions was con31dered non~-water competitive. This included both
East Coast and West Coast Regions since domestic ocean movements consist primarily of
petroleum and petroleum products--not a major rail commodity.. Note that noncompensa~
tory rail traffic could not be. excluded from this test due to the limitations of the
data employed in this study. However, the test included interstate traffic only.

Exhibit 9 shows the results of this test. For all major rail commodities, the
percentage of traffic meeting the threshold conditions. of market dominance in -

- 29 =



water competltlve regions is less than in nonwater competltlve regions. This result
is’ as expected; howevér, the magnitude of the differential is nét as great as- expected.
Often only 10° percentage points separate the two estimates. The most significant |
" differential "is found in petroleum products. Overall, 44,1 percent of petroleum prod-
uets’ (STCC 29) traffic would meet the threshold condltlons of market dominance. . How-
ever, only 15, 4 percent of rail traffic_ in water competltlve regions would meet those
threshold conditions while nearly 62 percent would meet those threshold conditions in
nonwater. competltlve regions. - This "is due to the preponderance of wWater movements of
petroleum products. " Approximately half of the inland river movements are of petroleum
products. Coal, the second largest inland river commodlty, does not show this signi=
ficant impact. In fact, the differential is only slightly greater tham 10 percentage
points. . . ) . ‘ i o

) In. summary, estlmated rail’ market domlnance is lower in water competltlve reglons
<than in nonwater competltlve reglons. However, the impact of water competition is not
as s1gn1f1cant as expected except in the movement of*petroleum products. Agaln, the
-concept of stable modal shares w1ll 1mpact these results.

(g) Market Dominance by Mlleage

The length of haul -is a 51gn1flcant determlnant of modal ch01ce. 'In order to '
determine the impact of mileage on market dominance, five mileage blocks were
developed: 0-100 miles, 100-300 miles, 300-500 miles, 500-1,000 miles and 1,000 miles
and- over.' Tt is generally believed. that trucks have a 51gn1flcant cost advantage in
“short 'hauls up to approx1mately 300 miles. Rallroads have a distinct cost advantage
in longer hauls.. Marine competltlon generally has a ‘cost advantage regardless of
mlleage, prov1ded waterways are access1ble ‘at’ low cost. ;

Rall mileages” Were developed ‘for each BEA Region to BEA Reglon comb1nat1on where
mileages were entered on the 1975 One Percent Waybill Sample. The interstate move- -
ments found in the multimodal transportation data bases were than classified by
mileage blocks and tested for the threshold condltlons of market domlnance us1ng the
70 percent rall market share test.

The results are shown in Exhibit 10. In general estimated rail market dominance
increases as’ mlleage increases. - This pattern is clearly ev1dent in the ‘manufactured
coimmodities, but 'is not as cléar in the bulk commodltles. "The results for the total of
all manufactured commodities in the CTS sample are shown in the following table.

Table II-2

Manufactured Commodities Only

- Impact’ of Mileage on =
* Market Dominance-
(Total in CTS Sample)

Mileage Block '~ " Percent Market Dominant¥
ST0=1000 - 0 T s
400300 - T e Y p00)
S B00-1,000 o BRL5
'51 000 and over H,':f S o 73.8
Total e : . 855

*Noncompensatory trafflc not excluded

As shown, a significant variance occurs in the traffic likely to meet the threshold
conditions of market dominance as mileage increases., -This is partieularly true for
manufactured goods.

~30% -



(h) Impact'of Modal Share Trends Since’ 1972 e e ;'.:.'

It is generally believed that the rail modal share of several maJor commodltles
has declined significantly since 1972 due to the inrocads made by .unregulated ‘motor
carriers. These commodities include grain, fresh fruits and vegetables, and lumber.
To determine the magnitude of this impact, -estimates of the trends of rail .modal
shares since 1972 were developed by comparing total production levels w1th total rail

_ tonnage. Thls comparlson is shown in .the follow1ng table. - .

Table II-3 : L:v-

- Estimates .of Rail -Modal Share Trends. ’

1972 - 19713 1978 1978
Corn- S v ) ‘ o ) .
| Sold Off farm - . - 92794 . 98.286 - . 83.505° .  104.875
Rail tonnage " -+ 33.373: . 47,058 .- 43,509 - -
Rail share s 36 0%:.A o 47.9% - -52,1% -
Wheaf . ' - - V | . , -
. Sold.off farm . . 43.806 v 48,74 ';51:;22'3']/: 6,140
: Rail tonnage - . o by 7T6 . 55.288 . . . ¥6.302 S
* Rail' share - E oo ® e 90.4% -
» Soybeans ; » A l .
" Sold off farm 37.401 45,692 - - .35.685 . .. - 44,932
Rail tonnage 10.596 11.409 12.712
Rail share. S 28.3% . . . 25.0%., - -35.6%
Fresthruits and“Vegetables , h .. “':v ' ..; . . ;
. Production . | 32 373;A ; ~<36;§63 ‘.\, | 36{74% E >ﬁt; 38.231
Rail tonnage . : : 5.630 ... - | 5.180" - h,928. . . -
Rail share T17.4% : 14.0% 13.4% .

Source: Dept. -of Agriculture, Agricultural Statisties, 1976; ICC, Freight Commodlty
Statisties, 1972, 1973, 1974, Orlglnatlng Frelght of Class I Carrlers.,'

¥ Greater than 100 percent.

As shown, rail modal share of corn and soybeans sold off the farms has 1ncreased
since 1972.. In light of.low and decreasing usage of transit in these commodltles,
these flndlngs indicate potentially greater rail market dominance. A major cause for
this finding is the recent introduction of the unit train .concept for corn. - The. per-
centages greater than 100 percent for wheat are most likely caused- by the trans1t pri-
vilege. The declining modal share in wheat is possibly an artificial result of
declining transit usage and high shipment levels. for wheat durlng the Russian wheat
deal. Fresh fruits and vegetables show a definite decllne in rail modal, share over
the period. o : :

In addltlon, the North Amerlcan Wholesale Lumber As5001atlon reports 31gn1flcant
increases in truck movements of lumber in the longer haul markets. This is parti-
cularly true from origins in the Pacific Northwest. -: .

While the results of this analysis were inconclusive for wﬁeétAmabkets;‘it
appears that the rail modal share of corn and soybeans has increased since 1972, while

the rail modal share for fresh fruits and vegetables and lumber has likely decreased.
As a result, the estimates of rail traffic meeting the threshold test of rail market
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dominance may be understated for corn-ard soybeans, and overstated for -fresh fruits and
vegetables and lumber.

COLLECTIVE RATEMAKING SUBTEST

As stated in the Flnal Order of Ex Parte No. 320 dated September 30 1976, . rate
bureau activity per se does not lead to a presumption of market domlnance. Market
dominance is defined in the statute.as "an absence of effeetive competition.™ The:
Commission must consider collectively made rail rates in assessing the degree of.
effective competition among rail carriers. in. detérmining the presence of market domin-
ance. As stated in the Interim Order, Congress' intended that any rate discussed or
considered under an agreement approved by the Commission..."shall be presumed to be .
made in the absence of effective competition between railroads..."

Consider a situation where two railroads serve a market and together account for
75 percent of the traffic. Other modes handle the remaining 25 percent. Suppose ..
further that one of the railroads has 40 percent of the traffic and the other road 35
-percent. If either' rail carrier unilaterally attempted a rate increase without prior
discussion, the Commission would not:find market dominance if the rate were protested.
If a rate increase by-either or both railroads received prior consideration in a rate
bureau, then both railroads' market shares would be added together in determining mar-
ket dominance under the market share presumption. In the second case the market share
. presumption may lead to a finding of market dominance, since the rail carriers did not
effectlvely compete with each other.- This is not to infer that the’ method of publish-
ing leads to a market share aggregation. Rather,.it is railroad discussion that,
absent the ratemaking provisions of section 5(b) of the Interstate Commerce Act, would
violate the anti-trust laws, which would lead to a finding of the M"absence of effectlve
competition" and thus market share aggregation (but not market dominance, per se).

* (a) Review of Independent Actlons

Since all docketed rate proposals are deemed by the market domlnance regulatlons
to reflect an absence of effective intramodal competition, it was believed that a
review of docketed rate increases would not provide any useful information on. market
dominance. Rather it was decided to examine independent actions, particularly those
which had not been docketed previously as a proposal. The purpose of: this was to
identify patterrs which might have -explanatory and predictive value for market domin-
ance determinations.

“Records from four bureaus were reviewed (Eastern Railroads, Southern Freight.
Association, Transcohtinental Rate Bureau, and Western Trurnk Lines). The primany :
record reviewed was the "running file" of notices of independent actions maintained on
a chronological basis. Although format varied widely among - bureaus, certain common
elements existed in all notices of independent action. These were (1) carrier
anmnouncing action, (2) tariff reference, (3) effective date, (4) tariff changes or
elements if new, (5) file reference numbers, and (6) concurrences if necessary.
Typically each initial notice generated a volume of follow-up notices by other car-
‘riers. These might involve concurrences or nonconcurrences by connectlng lines or
parallel announcements by competlng carrlers.

- The 1ndependent notlces publlshed by the bureaus’ for the announ01ng carrier
usually did not provide any indication of the importance of the traffic or even
whether the change involved an effective increase or decrease in line-haul rates.
This information was frequently contained in the carrier correspondence to the chair-
‘man contalnlng the notlflcatlon whlch was filed separately 1n most cases.

A large number of 1ndependent actlons were reviewed. Although no quantifiable’
results were obtained, the following specific items of interest were developed:
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1. Bureau records generally give no indication of the relatlve 1mportance
of trafflc involved in specific proposals of independent actions.-

2. Most independent actions are line-haul rate decreases or some other ’
tariff change (e.g., minimum weight).

. 3. Very .few, probably‘less than 1 percent, of independent actions in the -
past have been rate increases. .

Most of the notices examined were for' 1975, although some 1976 notices were also
examined. It is 1nterest1ng that the two 1ndependent actions found involving -
increases took place in 1976 in the Eastern territory. One involved ‘bringing up a rate
on noncompensatory traffic. The other involved imposing a special charge for enclosed
auto racks. The latter charge had recelved con31derat10n by committee.. -

(b) Rev1ew of ‘Annual Reports .

In addltlon to the review of 1ndependent actlons, the Annual Reports flled by the
bureaus with the Commission were reviewed. These reports contain information on the
volume of proposal and independent notice activity. Selected data from the Annual
Reports for 1975 are shown in Table II-A. .

‘Table II-4

Selected Statistics from Railrcad
Rate Bureau Annual Reports, 1975

- Independent Actions

. ‘Prior ° No Prior
DR L . Net: . " Proposal  Proposal
Name of Bureau - Proposals y _Filed =~ _ Filed.
Southern Freight Association _ . 3,101 , 233 465
Traffic Executive A83001at10n,“. LT ‘ o L o
Eastern Railroads S S ' 289 C 7, 983(1) 1,253(1)
General Freight Committee, o ' o : ) .
Eastern Railroad Association o 5,471 o o2 = 0(2)
Coal, Coke and Iron Ore Commlttee, R o
Eastern Railroads ) T, ey L 7 . . 68
Executive Committee, Western ' ’ ‘ ’ ’ ‘ :
Railroad Traffic Association 136 . ) by . 5
Western Trunk Line Committee 5,144 ) Tooo2uy T 2ks
Chicago Switching Committee . i . 32 2 12
Colorado-Utah-Wyoming Committee -~ = g2 - 16, 29 .
I1linois Rate Committee . ) " 1,345 1o 0 T 119
Illinois-Indiana Coal and Coke . ) ) L i
Committee ' 167 b 24
Southwesteéern Freight Bureau . ... . 3,916 786(1)  1,163(1)
Pacific Southcoast Freight '
Bureau o 1,571 53 ©102
North Pacific Coast Freight . ) . . .
Bureau o 2,066, 12 56
Joint-North Pacific Coast/ ' ’ ’
Pacific Southcoast o 1,281 86. CouT
Transcontinental Freight , ‘ . ey’
Bureau ’ 2,721 133 97

(Continued)
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Montana Lines Committee L . . 312 012 27

Intermountain Committee =~ ..o~ " 134 S U
Northern Lines Commlttee . . o 170 . s 5 L 20
T1dewater Coal Demurrage n ) _ ‘ ) . P
Committee .~ A ‘ Lo ; ‘“. I3 o S0 0
Total . . . . o . .28,915 © ) 2,724 3,792

Notes: (1) Includes concurrences.
(2)_Filed with Traffic Executives Association, Eastern Railroads.

Source: ‘RateiBureau:Annual Reports to the Interstate Commerce Commission,f1975t o

ThHé column labeled "net proposals" was computed as the difference between "pro-
posals received" and "foreign line proposals." ‘The "net proposals" figure is the
actual number of proposals made during the year after double counting is eliminated.
Of those proposals reported as "docketed," a relatively small number actually are
handled, in committee meetings. While no hard figures were readily available on the
rnumber of commlttee votes taken, ‘bureau personnel indicated that between 5 ‘percent and
- 20 percent of ", proposals received do recelve at least commlttee dlscu851on.‘ '

Differences in reporting are evident from the data The’ Southern Frelght
Ass001atlon does not consider mail vote to constltute committee disposition. The
Traffic Executives Association, Eastern Rallroads and the ‘Southwestern Freight Bureau
report concurrences as separate independent actlons. Other bureaus, so far as is
known report only the. orlglnal 1ndependent actlon of a related group.

If the Eastern Railroads and the Southwestern Frelght Bureau are excluded from
the statlstlcs .on .independent action,- then the ratio of independent actions to net
proposals is about 1 to 10 (i.e., 9.l percent). About 40 percent of all independent
actions were related to..a prior proposal. It is not known what stage of cons1derat10n
the prlor proposals had received. - - .

Excludlng the Eastern Railroads and the Southwestern Frelght Bureaus about one -
independent action without a prior proposal was filed for every 20 proposals filed
(i. e., about 5 percent). In short, over 95 percent of rail rates appeared to. be col—
lectively made or discussed as deflned in the market dominance provisions. This ‘would -
lead to an aggregation of carrier market shares in nearly every ‘case under current
rail ratemaking practices. It should be notéed that, the traffic on which. 1ndependent
action is taken is generally of greater s1gn1flcance than other trafflc.

(c) General Observations

The understandlng of the relationship of collective rate maklng to market domln—
ancé. was mixed. Much greater concérn was expressed about the section 5b changes - ’
regarding voting on singlée line proposals. The responses of bureau and carrier repre-.
sentatlves concerning collective rate making may be summarized as follows: '

1. Most independent actions in the recent past have been decreases.
2. Due to anticipated shipper reaction, independent rate increases are -
viewed as infeasible. It is argued that shippers may retaliate by diverting trafflc

from* the railroads initiating such -increases to another carrler or mode.

3. Therefore "price leadership" as a form of behavior 1s not‘a substltute
for collectlve ratemaklng. '

(d) Summary
" The collective ratemaking "subtest" is not well understood. However, misunder-
standings are likely to be cleared up as the shipping public and carriers become more

familiar with the market dominance regulations. The presumptive test was based on the
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apparent 1ntent of Congress and is a loglcal part of the market domlnance package.

The impact of this presumption is-difficult to quantify, but it is llkely to result in
95 percent of rail carriers' traffic belng aggregated when market share is’ calculated
Some pricé leadership for rate dincreases by independent actions may evolve but is
unlikely, given current railroad perceptlons of shlpper ‘reaction agalnst carrier pro—
ponents of a rail rate 1ncrease. )

COST TEST -

The secohd rebuttable presumption.of market dominance is the cost test. "Where

‘ the rate in question exceeds-the-variable cost . of providing the service by 60 .percent.
or more," the traffi¢ to which the proposed rate applies may be corsidered market
dominant. This is a rebuttable presumption meaning that any further evidence concern-
ing market dominance (or lack thereof) may be presented to rebut this presumption..

For example, the proponént carrier may concede that the rate is greater than 60 per-
cent over varlable costs but contend that no market dominance ex1sts on the ba31s of’
other ev1dence.

This section prov1des an estlmate of the rail traffic likely to meet the thres-'
hold condition of market dominance uhder the cost test. In one respect, this test is
the most straightforward and easily defined of the three since costs are easily
quantified. However, rail costs are not ea31ly 1dent1f1ed. No universally accepted
approach to rail costing exists:. As a result, Standard Rail Form A costs were used as
described in the approach section. While multlple car cost savings were recognized,
unit train savings were not. As a result, noncompensatory traffic (particularly coal)
may be overstated. However, there is no unlversal agreement as to whether Rail Form A
costs overestimate or underestimate true costs. On balance, since Standard Rall Form
A costs were used in this study; costs are likely overestimated..

(a) Overall Results
In total, it is estimated that 11.1 percent of rail traffic would meet the thres-
hold condltlons of market dominance under- the cost test. This finding is summarized
in the table below: ST o E
Table II—5

Summary of Cost Test Results

Number of ~ 1975 Interstate . Percent of

Type of Traffic Markets(1) Tonnage (2) ' : Tonnage
Carload Commodities ‘
Dominant | 1,60 841,331 BT
Non-dominant - -~ . 1,300 - 5,665,623 A /¢
Insufficient sample o oo _ o T e e
size: ¢ o - - 21,660 S 1,059,580 -« "ot IR0
- TOFC - :
Dominant ' ‘ 0 o 0
Non—dominant S o2 955237 i 10040
Insufficient sample'r' R , ST R
size - -t o 00 : CLoe 0 .o fer o g
Total |
Dominant 1,640 841,331 11.0
Non-dominant 11,329 5,761,146 . 75.2
Insufficient sample
size 21,660 1,059,580 13.8
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Notes: (1) A market is deflned as a unique SPC commodity, origin and destination (BEA
Regions).
(2) 1975 tonnage shown in Waybill Sample (1nterstate rated only).

Due to the dlsaggregatlon (171 origins, 171 destinations, and 127 commodltles)
An the markets and the resulting small samples, 13.8 percent of the tonnage was not
statistically tested. Of this traffic, it was estimated that 5.4 percent had a -
revenue/cost ratio greater than or equal to 1.60.. None of the TOFC traffic was -
classified as market dominant.

Since TOFC traffic represents such a small"pércénﬁage 6f the overall rail -tonnage
in the Waybill Sample, the remalnder of this section will address carload trafflc,
only. .

(b) _Results by Commodity 
Commodities in the 1975 Waybill Sample with more ‘than 20,000 tons that would

likely meet the threshold conditions of market dominance are summarlzed in the table
below: . . N . .

Table II-6
Summary of Commodities w1th

-20 000 Tons or More Market Dominance - .
(Unexpanded Waybill Sample) - , -

Interstate Tonnage . . Percent .

Commodity oo Market Dominant, - Market Dominant

Wheat ¥ 177,540 ' 63.5
Manufactured iron and .

steel ) - . 84,427 L . bs5.2
Iron ore - ] R 41,464 : S - 6.5 .
Steam bituminous coal 40,378 ' 2.1
Corn and sorghum¥ 38,838 15.6
Motor vehicle parts - 32,679 32.8
Semi-finished steel 22,333 27.1
Coking coal 20,567 7.9
Al1 others S 383,105 -
Total interstate . o . o

tonnage 841,331 - - 1.1

*Reflects grain gathering rates only.

As shown, grains, iron and steel products, motor vehicle parts, iron ore, -and
coal account for over half of the interstate tonnage likely to meet the threshold test
of market dominance under the cost presumption. However, the results for wheat and
corn are overstated since outbound transit traffic which is lower rated is excluded.
Twenty-five percent of wheat tonnage and 13 percent of corn tonnage found on the
Waybill Sample was not included in the test due to the transit situation.

The results for the remaining commodities are shown in Exhibit 12. Other. com-
modities that show a high percent likely to meet the threshold test are barley, news-
print, asphalt and tars, soda ash, automobiles, primary copper products, and inorganic
chemicals. (Note that Exhibit 12 assumes that the percentages resulting from the
smaller costed Waybill Sample apply to the full sample tonnage.) ‘
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- (e):’ Alternative Cost Ratios = ' .. i CEEREEPER

During the Commission proceedings on Ex Parte No. 320, ‘several discussions arose
regarding the appropriate cost test ratio‘to use as a threshold level. In the interim
report, a ratio of 180 :percent was used. .In the final “order, this ratio was léwéred
to 160  percent.' In order .to evaluate -the degree.of market dominance undér different
presumptive .levels and to evaluate-the sensitivity of the results, -additional. cost:- -
tests were performed at various ratios, including 1.50, 1.55, 1.65, 1.70, and 1.80."

The results of the additional tests are shown 'in Table II-7. The shift of traf-
fic considered dominant as one moves away from 1.60 is. shown in the fifth column. In
considering- these. results it should- be Kept.'in mind-that 14 0 percent of all trafflc
was not evaluated due to 1nsufflclent ~sample 31ze.i PO

Table II—7

Results of Sen51t1v1ty Test

Threshold - . Interstate Tonnage * ' Percent Change

. Revenue/Cost . A ) . in Dominance
Ratio Dominant Non-Dominant™ - *© .° Dominaht From 1.60
1.50 ¢ 1, 124 606._‘>_ 5,382,348 = 14.9% . +3 8
1.55 994 3. 5,512,823 o 1301% +2.07

"1.60 - 841,331 5,665,623 11.1% : -
1.65 u743,660 5,763,294 - 9.8% . - -1.3
1.70. ... - 654,715 - -~ 5,852,239 S 8.7% - -2.2 g

-U.

1800 - 490,649 6,016,305  6.5%

Source A. T. Kearney, Inc.

- As shown, the cost presumptlon is not hlghly sens1t1ve to changes in the thresh—
0ld revenue cost ratio used. - :

“{d) Comparlsons to 1972 Burden Study
. The Interstate Commerce Commission . performed 51m11ar costlng analys1s in the
Burden Studies of 1969 and 1972. Comparisons of the results of this analysis with
those of the Burden Study are difficult because the commodity groupings are different.
There may also be substantial differences in interterritorial costs due to the dif-
ferent technique of assigning mileages. Thus, the studies are not directly compar-
able. S T Co

However, the general results were essentlally the same. A prellmlnary anay131s
of the 1972 study indicated that 13.5 percent of -rail traffic would likely meet’ ‘the "~
threshold test of market dominance under the cost presumption (compared to an estimate
of 11.1 percent in this study). Several key dlfferences existed in the approach to
these analyses that explaln these dlfferences

1.. The Burden Study was conducted in 1972 compared with® 1975 in this study.
As will be demonstrated in the next section,. rail ecosts have rlsen faster than rates
since 1972 (even 1f product1v1ty 1mprovements are real1zed)

IR

2. The Burden Study used dlfferent market deflnltlons than this study.
Only three geographic markets were defined rather than 171 markets.

3. The Burden Study analys1s used no test of statistical significance-
(llkely due. to small- sample 31ze) Comparlsons made w1th average revenue/cost ratlos
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in that analysis are approximately equlvalent to us1ng a SO-percentfconfidence'limit.
A 95 percent confldence limit was used in this study

. Factors one and three would tend to lower an estlmate of rall trafflc likely to
meet the threshold test of market dominance under the cost presumption in this study,
while factor two :would tend to have the opposite ‘bias. Given these differences in -
technlque, it is- belleved that the results of this study are con51stent with earller
analysis.- .

. te) - Trends in Rail Rates and Costs
) . An 1mportant potentlal explanation for the apparent differences in market
dominance findings between the 1972 Burden-Study. and this.analysis is a convergent
trend of rates and costs over the time period involved. - The Bureau of Labor Statis-
‘tics Index of: Railroad Freight Prices and the Association of American Railroads Index
of Railroad-Material Prices; Wage Rates, and Supplements are compared in Table II-8.

Trends 1n Railroad Rates and Costs

BLS Railroad Freight

S ) Raté Indexes - Value of
STCC: . i S Indexes Percent
Code . Description . 1972 1975 Change
01 : Farm products . 123.4 165.0 33.7
10 Metallic. ore ) 128.1 © 178.4 39.3
m Coal . : 128.8 . 177.5 37.8
it ‘Nonmetallic minerals 125.6 172.4 37.3
20 Food products 126.2 168.5 33.5
24 Wood or lumber products 123.3 163.6 32.7
26. ... . .Pulp, paper or allied products . 124.0 162.7. , -'31.2
28 ) Chemical or allied products 124.8 168.4 34,9
32 Clay, concrete, glass or stone
products 126.7 174.5 o 37.7

33 Primary metal products 128.4 174.8 36.1
37 . . . Transportation equipment. . 127.3 173.5 © 36,3

All railroad freight. - .- 126.1 173.5 - - . 3T.6

" .AAR Index of Railroad Material
Prices, Wage Rates and
Supplements 145.6 2144 47.3

Souncés;:;U;S::bépartment of Labor, Bureau of Labor Statisties. Association of
L . American Railroads, Indexes of Railroad Material Prices and Wage Rates.

The railroad rate index compiled by the Bureau of Labor Statistics is compiled
from a subsample of the Waybill Sample and is directly applicable to the problem at
hand. It.can be seen from the data in Table II-8 that unit variable costs have
increased’ faster -than rates between 1972 and. 1975. It should be noted. that the AAR -
index does not ‘account for producthlty increases.. However, even incorporating a 2 -
percent per year productivity increase, rail rates have not risen as quickly as costs.

¥Tests of. 51gn1flcance and confldence 1ntervals are statlstlcal technlques utilized to
draw inferences about populations or universes from samples with specified error pro-
babilities. See, for example, Hoel, Paul, Elementary Statistics, John Wiley & Son,
New York, 1966.
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() Sensitivity .of Approach

" The approach used 1n this analys1s is sen51t1ve to a number of factors and
assumptions 1mbedded in the analys1s." These factors 1nclude o,

1. Market Disaggregation. The disaggregation of markets (127 commodities ,
and 171 BEA Regions) may have resulted in sdme understatement of market _dominance.- .
Since ‘a minimum of two observations in a market was necessary to perform the statis-
tical analysis, single movements of one -commodity between two regions,-Ju percent of
the traffic, were excluded. Aggregating some markets: by either commodities or.terri-
tories would probably improve the results for-a. few: commodities. . . .. .. =

2. Level of Significance:. The confidence.limit is.defined as the probabil-
1ty of committing an error of rejecting a true hypothe51s. Selection, of " a; high con-. .
fidence limit weights the test in. favor, of the non-dominance. A 95 percent confidence
limit was used in this analysis. This is not an extraordinarily high figure and 1s
frequently used in statistical studies. . ) e C e e : .

Alternative confidence limits were investigated. At the 99 percent level, only
8.7 percent of rail traffic would likely meet the.threshold. test, whereas at’ the 50..
percent 1evel 26.6 percent of rail traffic would meet’ the test.‘;k: PN

(g) Summary o tﬂ"'f L ';;H;}ﬁq ,:ngtimg}% N
Ma jor findings'qf the cost test analysis are:.

1. . Eleven percent of carload traffic was found to meet the, threshold. test
of market domlnance.' . G

2. A relatively small number of commodities accounted for magor share of
the market dominance. These included grains (particularly wheat),. a'variety of iron.
and steel products, iron ore, a small percentage of bituminous steam coal, motor
vehicle parts, coking coal, and petroleum products. The results for the wheat and
other grains too, are probably overstated due to exclusion of outbound transit move-
ments. : :

oy

3.. Profitability varies w1dely among commodities. In general, manufactured
commodities appeared more profitable than bulk commodities, the: major exception being
grains.

4. No TOFC traffic was found to be market. dominant.
SUBSTANTIAL INVESTMENT TESTS

Substantial shipper investment in rail facilities has been included as a thlrd
presumptive test in the Ex Parte No. 320 proceedings which 1ndicates the presence of )
rail market domiriance in the transportation of a particular commodity._ Presumably the
presence of sunk investment in rail. transportation facilities and equipmeént precludes-
a. shipper's freedom of modal choice. Precisely the size. of the investment. which . i
"locks" a given shipper into rail transportatlon cannot be defined at this p01nt 1n
time. . . .

This analysis of the substantial investment test attempts to quantlfy the tonnage"
of ‘rail traffic involved when various sizes and types of investment are included.” The
purpose of this analysis is not to establish definitive guidelines on which the Com-.
mission may judge whether a ‘given shipper investment constitites a "substantial
investment," but rather to consider various investments on the part of shippers and
the tonnage of rail traffic affected by each. Arguments both for and against inclu-
sion of ‘a certain investment in the substantial investment test were considered,. but
conclusions as to the nature of a “"substantial investment" will be left to the discre—
tion of the Commission in its rulings on the subJect. The measures of substantial
investment used in this study may be viewed as proxy measures for various categories of
investments.
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Some form of shipper investment is necessary in any use .of transportation,:
regardless of mode. A private dock is probably the most common investment, but even -
where a public loading/unloading ‘facility-is used, a shipper has a-clerk-or other
employee assigned to the maintenance of transportatlon records. Obviously, all rail-

. traffic is the result of some investment on the part of the shipper. Consequently,
some general ‘definition of "substantlal 1nvestment" is necessary to provide a ba51s
for thls analy51s.-'-

- For' the' purpose of this study,gl Msubstantial 1nvestment" has been defined as an'

irivestment over ‘and above that which would normally be necessary in the transportatlon
of a given commodity or which would normally be made by a rail carrier.

Thus, general purpose 1oad1ng/unload1ng fa0111t1es, office staff and space; and
ancillary handllng equipment such as fork 1ift trucks, although ‘possibly’ pertlnent in’
individual cases, have been excluded from the substantlal investment test. - Facilities
and equipment-which are exclusively rail-oriented were consldered and' the rail tonnage
handled as a result of substantial shipper investment was estimated.-

AS was described in the Approach sectlon, trafflc moving in shlpper owned - frelght
cars (both ‘owned and leased) and traffic moving under multiple car rates (as a proxy
for investment in large loading and unloading facilities) were considered to meet the
substantial investment for purposes of this study. Both noncompensatory and intra-
state traffic were excluded from the analysis. ) N

(a) Overall Results of Private Car Analysis and Multiple Car Analysis

‘The first general area of 51gn1flcant shlpper investment in rail fa0111t1es and
equipment to be discussed is private ownership of freight cars. - As thé AAR flgures in
Table ITI-9 indicate, 19.5 percent of all frelght cars in service at the end of 1975
were owned by shlppers or car companles. ‘
Table. 11-9 L s

* Freight Cars in Service at
" the End of 1975 by Ownership

. Car
: ' ) ' Companies
Class I Other and
Type Total - Rallroads Railroads Shippers
Boxecars: : o . .
Unequipped. ° 321,480 304,910 9,068 7,502
Equipped . 173,679 _ 170,179 ‘ _ 2,621 _ 879
Covered hoppers ° - 228,265 " 156,850 ' 1,386 70,029
Flatcars '~ - Y 141,316 198,320 . - ‘ 778 ' . 42,218
Refrlgerator cars "’ _100 815 . - 70,434 , 2,618 27,763
Stock cars o T4, 423 I L _ ) - - 82
Gondola cars ~ - - 186,773 _ 176,408 o 4,923 ) 5,442
Hopper cars’ 363,186 346,413 6,720 10,053
Tank cars 170,876 2,951 18 167,907
Other Freight . ) . B . .
L ecars T T 32,792 | - 28,653 ) 1,275 2,864
Total’ ) 1,723,605 1,359,459 29,407 224,739
Source: AAR. °

Tt is estimated that large car companies own 90 percent or approximately 300,000
of the privately-owned cars indicated in Table II-9. To a large extent these cars are
leased to shippers, although some leasing companies deal almost exclusively with rail-
roads satisfying their car requirements, especially flatcar and refrigerated boxcar
needs.
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“The:percent of total traffic moved in these cars was estimated from the waybill-
data. “That analysis showed that 15 percent.of .total tonnage moved in private cars.-
However, this percentage includes noncompensatory traffic.and intrastate traffic.
Excluding this traffic to which the U4-R Act and.the market dominance provisions do not
apply; . 10.5 percent of interstate rail traffic moves in private cars that appear to .be
at least at compensatory levels

A 51m11ar analy51s was performed for ra11 traffic moving under nultlple car rates
of .5 cars and up (as reported as EM-5's on the Waybill Sample). Overall 33.0 percent
of itotal .rail traffic moves at multiple car rates.  However, -only.15.1 percent of
interstate rail traffic moving in muiltiple cars would meet the threshold test of market
dominance. This result may be indicative of shipper investment in loading and unload- -
ing fa0111t1es.

Ellmlnatlng the overlap in prlvate cars and multlple car movements, 24.7 percent
of interstate rail tonnage moving at what appears to be compensatory levels would
likely meet the threshold test ‘of market ‘dominance under the substantial investment
presumption. .

(b) Results by Commodlty _ _

The results by commodity are shown -in Exhibit 11. That exhibit shoua the .percent
moving in private cars and on multiple -car rates, a subtotal the percent double
counted and the total 1ntegrated percent.

The ma jor commodities mov1ng in pr1vate cars and nultlple car shlpments are shown
in Table II-10 ) L . . . B

* Table II-10

. Substantial Investment Test o
Results by Commodity - - - " - . g

Percent of>

Percent of Interstate
:Interstate - .-~ Tonnage
SR . Tonnage: - .. Multiple - ~ ‘. Combined
Co odltz C o L Prlvate Cars Car Shlpment :Percent
Chemicals. .. -~ «.: S 21, 2-95 se 0-14.0% . 33.6-94.9%
Petroleum products R ©T79.5 0 9.0 Lo 8u4.5
Iron ore - 0 52.4 - o 52.4
Coking coal: 1.6 8.4 - T 39,2
Steam coal D4 22.4 - 20,6
Corn 15.7 3.8 19,2
Semi-finished steel 7.9 29.0 32.8
Cement 9.3 - 15.4 ' 20.3
Sugar- 26.6 - : 0 T 26.6
Total all commodltles 10.5° 5.1 24.7.

Note: *Varles by . spec1f10 chemlcal w1th1n range.

As shown, chemicals would likely meet the threshold test of market dominance due
to the vast privately owned or: leased fleet of tank.cars.. Petroleum products move in
a similar tank car fleet. The remaining commodltles are generally dry bulk in nature
and move in multlple car shlpments. :

INTEGRATION

The three individual presumptive tests were integrated to derive an estimate of
total rail traffic which would trigger at least one presumptive test. This was
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accompllshed by selecting the. 1argest -market dominance ‘estimate from theé three tests
for. each: of - the 127 commodities- and aggregating .over commodities.. This approach
assumes that there is complete overlap in thé three tests. Since substantial overlap
-appears likely, . thls exercise.can prove 1nstruct1ve. These results aré.shOWn in
uEXhlblt 3. - - - . AT : -

That- éxhibit shows the total interstate rail tonnage in the 1975 Wayblll Sample,
the estimate ' of noncompensatory and thus not market dominant traffic, the integrated
estimate of market dominant. traffic-and the estimate of nonmarket domlnant (but compen—
satory) trafflc. In total the estlmates are shown in the table' :

a

Table II—11

Integrated Market Dominance Estimates®
(Unexpanded Wayblll Sample) -

Total Wayblll ¢ I
Tonnage . - . Pércent

Market dominant 4,054,432 .. . . U85

Nonmarket dominant 4,305,914 51.5
. .(Compensatory). - . - - - (1,857;,520) - - . 2 (22.2)
(Noncompensatory) - . . (2;448;394) S e (29.3)

Total waybill tonnage 8,360, 346 100.0

’*Based exclus1vely on the presumptlve tests without 1nclus1on of rebuttal ev1dence.
The .following observations can be made-concerning these estimates:

1. These estimates are based exclusively on the presumptive tests without
consideration of rebuttal evidence, and will therefore tend to overstate market
dominant traffic to the extent that they assiitie complete overlap of the presumptive
tests. .

2. There 1s ev1dence to show that most noncompensatory traffic would meet
the threshold conditions of market dominance by one of the other tiwo tests if rates
were raised to the variable cost level. This is of particular importance since the
29.3 percent estimate may overstate noneorpensatory traffic due to costing procedures
for coal unit trains, savings on which were not recognized. However, the analysis -
does not incorporate other cost adjustments which may result in thé understatement of
certain, specific¢ movements. Overall, thé costs used in this study may be considered -
generally representative in spite of these problems. Finally, truly néncompensatory.
traffic would probably not be found to bé market dominant after all the facts have - -
been considered. .

3. Manufactured commodities will trigger a market domlnance presumptlon far
less often than bulk commodities. However, there is much more motor carrier competi-.
tion for manufactured commodities, which will tend to hold rates down. With appro-
priately selected rate decreases for manufactured commodities, the.railroads may be .’
able to recapture some lost traffic (provided service improvements are also achieved),
without fear of Commission suspension as..long as the proposed rate contributes to the
going concern value of the rallroad

Just as the lower estlmate was developed by : assumlng that there was complete
overlap among the -.three tests, :a high side estimate was .also developed assuming no
overlap. This exercise was performed for illustrative purposes and establishes a'
benchmark. Assuming no overlap, approximately 65-70 percent of interstate traffic
could theoretically meet at least one of the three threshold tests of market®
dominance.
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.Although the amount of rail. market dominance found will. ultlmately lle with the,
Commission in its rulings; the most - llkely estlmate of rail tonnage. meeting the thresh-
* old tests of market dominance by the parameters of this study will lie between 48. 5
percent ‘and 70 percent of 1nterstate traffic. .. Since all. :three presumptlve tests
attempt 10 measure- the same factor,,l ‘€., market power, significant amount of overlap
is anticipated. For this reason, the lower estimate is believed to be considered more
representative. - In addition, .these estimate do not consider the impact of rebuttal
argument and it is likely that the 48.5 percent estimate overstates the level of market
dominance which will be found on a case by case analysis. This view is supported by
the review of Suspension and Fourth Section Boardgcases‘provided below.

PROTESTED RATE INCREASES UNDER MARKET DOMINANCE

In the 8-month period following the promulgation of standards in No. Ex Parte
No. 320 (October 1, 1976 - July 31, 1977) the Commission received 39 protests
involving potentlal violatiors of sectlon “1(5) of the IC Act as amended. Twenty-
three of these cases could not be evaluated on the market dominance criteria on the
grounds- that the protests failed to- conform with the rules and standards set forth in
Ex Parte No. 320. The most common deficiency among these protests was either a total
failure to raise the issue of market dominance or a failure to support the allegation
of market dominance with any type of evidence and often even without stating the
grounds for the allegation. ‘A brief description of the market dominance cases is pro-
vided to demonstrate the current understanding of the concept by the shipping publlc.

(a) Suspended Cases

" 1. Lone Star Texas Case (I&S 9146)
Protestant Lone ‘Star Steel Company
Respondent Southern Freight Bureau, Agent

The first suspen31on under this provision involves a coal rate published by the
Southwestern Freight Bureau, an agent for the Kansas City Southern;, St. Louis, and San
Francisco, Louisiana-and Arkansas, Southern Pacific, and Texas and New Orleans rall-
roads.- The protested matter involved the cancellation of carload, single car,’ spe01-
fic commodity rates on coal from stations in Arkansas and Oklahoma ‘to stations in
Texas. The consequence of ‘this cancellatlon was that hlgher alternatlve rates in the
same ‘tariff now became.effective.- .

The protestant the Lone Star Steel Company, successfully argued that the par-
ticipating carriers have market dominance since they carry v1tually all the traffic.
(market share) and that replacement by motor carrier service was not feasible. The
protestant further argued that although the carriers' variable cost data were not
available, they strongly suspected that as a result of the October 5, 1976, general
rate increase (5 percent) the proposed rates would ‘exceed variable’ cost by more than
60 percent.- In rebuttal, the respondent argued that present rates do not cover vapi-
able costs and that coal is available to the protestant through other modes and from
other sources. The respondent admltted that no real poss1b111ty of dlvers1on to other
carrlers or modes ex1sted.

The Comm1ss1on S. Suspen51on and Fourth Section Board (Suspension Board) de0131on
‘to suspend and investigate was based primarily on the market share presumption. In
addition, preliminary cost estimates indicated that the proposed rates exceed 160 per-
cent of variable cost. The market dominance finding was made in spite of the fact that
the Suspension Board recognized that the cancelled rate was inadequate. The suspen-~
sion, however, was felt necessary so that an alternative rate could be developed.

" The respondent filed a petition for vacating the order of suspension. The peti-
tion was denied due to failure to show sufficient cause.
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The Board's finding in this. case. is, in part supported. by the statlstlcal
analysis. Approx1mately 55.3 percent of coal tonnage met the threshold condition of
market dominance in the market share test;~2.1 percent -in the cost test, and 24.6 per-
cent in ‘the .substantial 1nvestment test It must agaln be emphasized that the costs.
~used for the cost test may serlously overestimate unit train costs. and. thus underestl-
mate the percentage of ‘market domlnance subject to any of the tests. :

2. The Southwestern Brick Case ( I8S'9160) I
Protestants: Beck Face Brick &»Stone-Co.. N -
Acme Brick Company -
Can-Tex Industries
Acme Brick.and Supply. Company
Brick Distributors of Illinois
Ramon Brick & Materials Inc.

:Respondents: 'Southwestern Frelght Bureau, Agent JOlntly w1th Western
T - Trunk Line Committée :

The second suspension involved increasing the minimum loading weight for bricks
and other commodities from 100,000 to 120,000 pounds between the Southwestern Freight
Bureau and the Western Trunk Lines or the Illinois Freight Association territories.

The protestants are primarily manufacturers and/or distributors of brick. In
filing their protest, they stated that the increased minimum loading was tantamount to
a rate increase since it is not possible to safely package brlck at the proposed
minimum.

Currently, shippers prepackage and band brick so that a. fixed number of -similar
packages will fill the standard square footage of a 50-foot boxcar to the required
minimum weight. Present packaglng practices conform to loadings at 100,000 pounds.
The protestants argue that these packages, of which thousands are in. 1nventory, cannot
be adapted to safe loadings at any other welght. The 120,000 pound minimum would
force shippers to seek other modes until current inventories of packages have been
exhausted.

In'compilance with Ex Parte No.'320 Appendix A, the protestants certified that
the railroads moved in excess of 90 percent of their trafflc in the precedlng year and
thus have market dominance by way of the market share test. .

The respondents state that the proposal was 1ntended to partlally offset revenue
losses which, the carriers were experiencing and still maintain competitive rates for
the brlck industry.

The Suspension Board's decision to suspend the proposal was based on the protes-
tants' certified statement regarding market share and their inability to make short run
adjustments.in minimum loadings. A preliminary analysis of rates and costs showed the
average ratio of revenue to cost to exceed 150 percent. Considering these factors, the
Board voted to suspend. -

~ The statistical analysis indicates that bricks have a relatively low probability
of being market dominant. However, a finding of market dominance would most likely be
based on the market share test, as it was in this case. Eighteen percent of all brick
tonnage moving, by rail is progected to: trigger the market share test, while 1.2 per-
cent is projected to trigger the substantial investment test and 1ns1gn1f1cant tonnage
{0 percent) is expected to be affected by the cost test.
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(b) Investlgated Cases CorE e L ;?ﬂ Ty T

" In add1t10n to the suspénsion there have been five 1nvest1gat10ns 1nto rates -
where market dominance may exist.: These f1ve cases may be referred to.as: - the S
" Cineinhati Switching Case (Docket 36489), the Hoerner Waldorf Case (Docket- 36501), the
Arizona Electric Case (Docket 36530), the- Pascagoula Switching Case (Docket: 36560) *
and the Bethpage Switching Case (Docket 36516) A,brlef dlscrlptlon of ‘these cases
are glven below. -

1 C1nclnnat1 Sw1tch1ng Case (Docket 36489)
Protestants Ford Motor Co._\w” o
Dav1d Je Joseph Co.
‘[“Monsanta Co.~
" National Dlstlllers Products Co.v
-Ralston Purina Co., Inc.
Baltlmore & Oth RR. Co.
‘ and Chesapeake & Ohlo RR Co.
4Lou1sv1lle & Nashv1lle RR
Norfolk & Western Ruy-. Co:-
Southern ‘Railway System
--Centrai Soya Co.’, Inc.
Stearns & Foster Co. :‘>":‘“f
_The Early & Danlel Co., Inc.
'4The Proctor & Gamble Co.
- Respondentsf Trafflc Executlve Assoc.—Eastern RRs Agent
Southern Frelght Ass001at10n, Agent
Conrall's proposal to increase re01procal sw1tch1ng charges ‘between several
industrial sidings and’ carriers in approximately 628 items was protested by nine ‘ship-
pers and four rdilroads. - The propesal resulted in increased switchirg charges on
line-haul traffic of the Baltimore and Ohio Railroad switched at Ivorydale, Norwood,
and Cincinnati, Ohio. It also resulted in-increased line-hail rates on-the Chesapeake
and Ohio Railroad, the Southern Railway System, the Louisville and Nashville Rallroad
and the Norfolk and Western for movements sw1tched at C1n01nnat1. o
' The protesting rallroads claimed rate increases from 4 pércent to 814 percent of
“the present charge. The railroads contended (except for the L&N and SRS) that- they
must fully absorb the inecreased sw1tch1ng charges to remain competitive. However,
their division of the line haul did not cover these-additional costs. Since the L&N
and SRS-are not-competitive with Conrail in the Southern Freight Association terri-

tory, they have been forced into publishing maximum switching absorption llmltatlons.

Four shippers protested limited items in the new tariff while two protested all
items. The allegation of market dominance was based on all three presumptive tests. -

- ¥This includes Docket 36560 (Sub-No. 1).
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~ Switching chargesrexceéded‘variable costs by more than 160 percent.. -

. = Conrail has ‘exclusive switching’ rlghts 1n Clnclnnatl and thus controls more
than 70 percent of . the market. < .

"— One shlpper (Ford) clalmed to have a: substantlal lnvestment in rall shlpplng
eontainers designed for rallcars.. . .

Conrail's response to the protest was that the proposed charges only covered 90
percent of variable costs and that-under ex1st1ng charges Conrail was sub31d1z1ng
other carriers by about $40 per car resulting in losses of $560,000 per year. Con-
sidering the reciprocity factor, Conrail estimated:a net revenue loss of $470,000 per
year,

. In addition, Conrail argued that both water and motor alternatives were open to
-all shippers in the Cincinnati area.. Ford's claim.of' having an unstated number of
containers used for some movements of unspecified commodltles was so vague that it
could not support a finding of-market dominance. -.

The Suspension Board did not find that the protestants had sufficient evidence to
Justify a suspension. Given the number of items involved in the tariff, the Suspen-
sion Board voted to further investigate the increases on a more detailed basis.

The consequences of this case and other switching cases can not be evaluated on
the bagis of the foregoing statlstlcal ana1y31s whlch was oriented toward commodities
rather than serv1ces. AL

2. The Hoerner Waldorf Case (Docket 36501)-
Protestant: Hoerner Waldorf Corporation
Respongent: Pacific Southeoast Freight Bureau, Agent

Hoerner Waldorf, the protestant, owns- and operates a paper mill at Shilling,
Montana. The protested matter involved the cancellation of rates and routings on
fibreboard or pulpwood in carload shipments from Shilling, Montana, to points in
California. The cancellation closed a more direct routing for these commodities
forcing traffic to travel via a more indirect route. This change had the net effect
of increasing rates since the rate applicable to the indirect (longer) routing would
become the applicable tariff. The .protestant's allegation of market dominance was
predicated on both the market share presumption and the cost presumption.

The respondent, the Paclflc Southcoast Freight Bureau, an agent for the Union
Pacific Railroad, argued that the proposed route cancellation was for nonuse. Fur-
.thermore, the protestant had the option of- using five alternative routes.

Prellmlnary cost estlmates 1ndlcated that on the alternatlve routlng rates would
,exceed costs by as -much as- 229 percent on which-a finding of market dominance could be
based. However, the question of nonuse was considered as an 1mportant fact in the
‘de0151on to 1nvest1gate. -

. Based on the statistical anaylsis, the probability of finding market dominance
appears high:for these commodltles. According to the market share test, 74.3 percent
of pulpboard tonnage would trlgger the presumptlon ‘while only 6.3 percent would trig-
ger the cost presumption. In general ‘the results: of the statistical analysis appear
consistent w1th the action taken, partlcularly with respect to the market share pre-
sumption.
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: f3a; Pascagoula, MlSS., Sw1tch1ng Case (Docket 36560)
. A-Protestants M1s31531pp1 Research and Development Center I:'v
. Louls Dreéyfus Corporatlon ‘
: - Southern RailWay Compan'y _
Jac'ks‘én Co’unty Port -Authority '
Mississippi Chemical Corporation
Mississippi Export Rail Company ..

Respondent.: Southern Fréight Ass001at10n, Agént (account of Lou1sv1lle
. & Nashv1lle Ry. Co.)

-The Seuthérn Frelght Assoclatlon maintaing a sw1tch1ng absorptlon tarlff for the
Louisville and Nashvillé Railrdad and the Mlss1ss1pp1 Export Rallroad whlch covers St
réciprogal switching arrangements at Pascagoula, MlSS. Co . o0

The respondent, thé L&N Rallroad proposed an 1ncreased sw1tch1ng charge at
Paseagoula.on .interstate traffic only. These charges weré to apply only wheén-they

wére -absorbed in whole or ih part by a éonnecting cafrier.: Increasés rangéd.from 158
percent to 174 percent. Seventeen industries were affected by the proposals.

.The protestants charged among other v1olat10ns, a v1olatlon of sectlon 1(5) of
the IC Act.  The issue of markét dominancé was raised on-the- ground that- the respon—;
dent carrier had exclus1ve sw1tch1ng rights at Pascagoula. . . . T

- The respondent's rebuttal- argument attacked the protest at three levels.» Flrst~=
the L&N statéd that its ¢harges had to be incréased dué to increased codts-and - i
1nflatlon. Although sw1tch1ng was re01procal the L&N was perfbrmlng a d1spropor—
this agreement.  Thé MER ¢ould in turn pass these charges on to the other carrier or
absorb. them themselves.  Secondly, they statéd that the 1ncreased ‘¢harges are- con51s—
tent with actions taken by other carriers throughout the East. ' Consequentiy; the -
L&N's increases are no more injurious than those of othér carriers many of which
have been approved. Finally, it was arguéd that the protestants failed to provide
specific évidénce on which a finding of market domlnance could be based

The decision to find market dominance and 1nvest1gate was based én the fact that
the Mississippi Export had no other conneetions but with L&N at Pascagoula. Since
there were no specific facts of substantial injury shown by the verified complalnt
there could be no -suspénsion although market. domlnance was: found.. Co

: M; Arlzona Electrlc Case (Docket 36530)
B Protestant Arlzona Electrlc Power Cooperative, Inc.
Respondent Pac1flc Southcoast Frelght Bureau, Agent
The Pa01flc Southcoast Frelght Bureau, actlng as an agent for three rall car;-:v

riers, established a single carload and annual volume shipment Fate from Cameo, i
Colorado, to Chochise, Arizona. This rate was established in anticipation 6f the new

coal burnlng utility plant.Arizona Electric Power .Cooperative, In¢., was building at

Chochise. Arizona Electric charged that this.rate:was unreasonably hlgh and that
since Arizona Electric was the only receiver at Chochise and the c¢déal affiliate at
Cameo was the only potential consignor, thé participating carriers would have market
dominance over the traffic. They further stated that since the proposed rate applied
only to cars furnished by the consignor or consignee, there would be a substantial
inhvéstment on the protestant's behalf.
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The respondent, in rebuttal,. indicated that the proposed rates were substantlally*
below the applicable class rates. Furthermore since no traffic had moved 'there could
be no market dominance. It was also noted that rates were published independently by
. the Rio Grande subject to concurrence of the other roads. This could not be con-
sidered pricing on their behalf. : - '

The decision to investigate was -based on-all three presumptions of market
dominance. Following the decision to find market domlnance and investigate, the
respondent chose to withdraw: the rate. . :

5. The Bethpage. Sw1tch1ng Case (Case No. 36516)
Protestant: General Motor.Corp.
. Respondent:- Long Island Rail Road Co.

The Long Island Rail Road proposed a surcharge on all carload traffic to or from
the General: Motors plant at Bethpage, N. Y. The surcharge applied in addition to the
. line-haul rate:and any other .charges applicable to .the shipper. ' Geheral Motors pro- .
tested the rate raising the issue of market dominance on' the grounds that 90 percent.
of the affected trafflc moves via the Long Island Rail Road

The Long Island argued that the present rates were noncompensatory. General ..
Motors. paid .only one-third of the cost .of handling an average car on the ong Island
in 1975 and revenues -covered only. 48 -percent  of variable cost. The Commission's deci~
sion not to suspend was based on preliminary cost estimates performed by the Commis-
sion's staff which indicated that .even with the rate increase, the proposed rates
would not cover the cost of maintaining the switch.. This conclusion, however, could
be changed by variations in the annual maintenance costs and number of cars per year.
Since the Long Island RR. has exclusive switching rights at Bethpage, a finding of
market. dominance would be appropriate -if the' proposed sw1tch1ng charge is found to be
compensatory durlng the course of. the 1nvest1gat10n. : y .

(c) Nonmarket Domlnant Cases

Market domlnance was. not fbund in the follow1ng cases. They'wereL therefore, -
nelther suspended nor’ 1nvest1gated : . s .

1. Lawrenceburg Sw1tch1ng Case (Case No. 6613”)
Protestant. The Baltlmore & Ohlo R. R Co.
"_Respondent: Consolldated Rail Corp.

_ The Conscolidated Rail Corporatlon'proposed an-lncreased reciprocal ‘switching:
charge of $80 per car at Lawrenceburg, Indiana, for all commodities between industries
located on its track and the junction with the B&0 line at Lawrenceburg. The Baltimore
and Ohio Railroad protested this increase, charging that the increased rate would
exceed costs by a substantial amount and that this increased charge would divert traf-
fic from the B& to Conrail. The B& also charged that market dominance exists since
Conrail has exclusive switching rights and thus controls 100 percent of the market.
Conrail cited a recent cost study which indicates that the new rate represents only 76
percent of variable cost.. In addition, the B&0 had presented no detalled evidence to
support thelr contention of market domlnance. -

’ Although the Commission found Conrall's cost data to be suspect they agreed w1th
Conrall's Justlflcatlon and thus found not to suspend
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2. Special Switching Charges on "XF" Cars (Case No. 66146) -
Protestant: General Mills, Inc.

Respondents:. Burlington Northern, Inec.
© . JOINT
Paducah & Illinois RR. Co.

Missouri Pacific RR. Co.
JOINT
Kansas City Terminal RR. ‘Co. :

Case No. 66146 (Sub-No. 1)
3. Protestant: General Mills, Inec.

Respondent: Missouri Pacific RR. in connection w1th the
Kansas City Terminal RR. Co.

Case No. 66193
4, Protestant: General Mills, Inc. ’
Respondent: Chicago, Rock Island .and Pacific RR. Co.

All three cases are related and are treated together. The protested rates
involved additional switching charges on "XF" equipment [defined as a boxcar specially
prepared to prevent contamination and used for processed food products] at all stations
on the BN, P&I, MP, and CRI&P. Since these car do not'require special handling, the
protestants clalmed that the increased charge was unwarranted. The protestants argued
that market dominance existed based on the market share test. The Commission's deci-
sion not to suspend in this case was based on the: protestants' fallure to prov1de suf-
ficient evidence to Justlfy a suspension.

5. New Orleans Switching Case (Case No. 66364)
Protestants: Farmers Export Co., Inc.

JOINT
MFC Services

Respondent: Texas Pa01flc-Mlssour1 Pacific Terminal Railroad of New
Orleans

Protested was an increase in the switching charge on grain load shipments at New
Orleans from Ama, La., on the Illinois Central Railroad. The protestants, Farmers
Export Co., Inc., and MFC Services, stated that switching to and from Ama is captive to
the Texas Pacific-Missouri Pacific Terminal Railrcad of New Orleans.

In rebuttal, the respondent indicated that the proposed charge equalized Ama with
the port of New Orleans and that the costs per car exceeded present rates.

The Commission's decision not to suspend was based on the fact that the proposed
rate failed to cover variable cost. It is again noted that initial interpretations
are that noncompensatory traffic is not subject to the market dominance provision.

6. American Home Products Case (Case No. 66411)
Protestant: American Home Products Corp.
Respondent: E. F. Baughan, Agent for Ches51e System (C&o RR
i B&0 RR. Co.)
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The American Home Products Corporation protested a proposed surcharge on TOFC plan
IT 1/2 and IIT rates on all commodities to and from Lansing, Michigan. Market domin-
ance was alleged on the grounds that the rate was discussed, considered, and approved
by the Traffic Executive Committee, a rate bureau.

The respondent, the Chessie System, rebutted the allegation of market dominance by
providing cost data showing that the proposed rate covered from 97 percent to 134 per-
cent of variable cost.

The Commission did not find market dominance since the rate did not exceed 160
percent of variable cost. Furthermore, the fact that the rate was discussed by a rate
bureau did not automatically lead to a presumption of market dominance. This factor
could only be used in the market share test to show that there was a lack of effective
intramodal competition.

7. Little Rock Switching Case (Case No. 66426)
Protestant: General Electric Co.
Respondent: Little Rock Port Railroad
General Electric protested increased interterminal and intraterminal charges

between any and all switches, tracks, industries, and warehouses on the LRP RR and
interchange connection with the Rock Island and Missouri Pacific Railroads at Little
Rock, Arkansas. Although both carriers proposed to increase their maximum absorption
allowance there would still remain an unabsorbed charge of  $10.00 to be assessed
against the shipper/receiver in addition to the line haul rate. Since the LRP RR.

handled 100 percent of the switch movements between GE and the connecting line, the
protestant claimed market dominance.

The respondent's rebuttal was based exclusively on cost evidence which showed the
proposed rate to represent only 48 percent of variable cost. Since the rate was non-
compensatory, the Commission did not find market dominance.

8. New Orleans Switching Case (Case No. 66692)
Protestant: Louisville & Nashville RR. Co.
Respondent: New Orleans Terminal Co.

The L&N Railroad protested an increase in intermediate switching charges at the
New Orleans terminal. The protestant alleged market dominance based on the market
share test since the respondent handled 100 percent of the cars interchanged with con-
necting roads. -

] The New Orleans Terminal Company countered by providing cost evidence whlch indi-
cated that the new:charge was noncompensatory.

. Based on, a preliminary cost analysis, the Commission agreed with the respondent
and voted not to find market dominance. In the decision, it was pointed out that the
protestant failed to provide adequate data to support the protest.

\ u9} Kansas Clty Sw1tch1ng Case (Case No. 66802)
Protestants Kansas City Power and nght Company
Mlssourl Portland Cement Company

Respondent : Southwestern Frelght Bureau, Agent

EffectivevJuly 11, 1977 the respondent, on ‘behalf of partlclpatlng railroads,
proposed to establish a new restrictive provision limiting the amount that llne-haul
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railroadé will absorb of connecting lines' reciprocal switching charges. A maximum of
$45 per car was established on carload shipments for coal from various origins in
Arkansas, Kansas, Missouri, and Oklahoma.

In the verified complaint, the Missouri Portland Cement Company alleged market
dominance stating that if the protested matter became effective, economic necessity
would force them to consider movement of coal to its plant by barge and that switch
would cause a substantial investment. .

The Suspension Board's decision not to suspend was based on the contradictory
nature of the protestants' statement. The allegation of market dominance is refuted by
the fact that barge transportation is recognized as an alternative. In addition to
this self defeating statement, the protestant offered no additional evidence.

(d) Evaluation

Two general observations. can be made regarding these early cases. First, many
protestants failed to present evidence in support of their allegation of market domin-
ance. This may have been the result of either a lack of familiarity with the new
rules or a lack of supportive data. Many shippers are, as yet, unfamiliar with the
new rules of practice set forth in Ex Parte No. 320. Even some of the largest ship- ' -
pers interviewed during the course of this study openly conceded that .they had- not.
acquainted themselves with the rules of market dominance. Much of this lack of . .
familiarity stems from the fact that Ex Parte No. 320 is being challenged in the:
courts by several railroads. It is likely that many shippers are waiting for the
issue to be resolved before they acquire a working knowledge of the rules.

. In most cases where evidence was presented, the record contained insufficient data
to make a determination of market dominance. Under the rules of market dominance, the
initial burden of proof at the suspension level lies with the. protestant. This is a
complete reversal from the previous rules of protesting rates under section 1(5) of the
IC Act. A transition period may be necessary during which shippers and carriers will
learn the new rules. This adjustment perlod may be quite lengthy in light of the court
battle described above.,

Second, a significant number of protests were against rate increases which did not
directly involve line-haul rates. In fact, a majority of the protested rate actions
addressed services, particularly switching, rather than line-haul rates. The impact of
market dominance for services other than line-haul could not be evaluated in the
statistical analysis performed for the commodity groups.

'SUMMARY
The following conclusions and summary statements can be made:

1. It is estimated that approximately 48.5 percent of rail traffic would
meet the threshold conditions for market dominance under the new 4-R Act provisions.
Another 29.3 percent of the traffic would not be subject to the market dominance tests
because it is noncompensatory. However, since rail costs may be overstated and most
noncompensatory traffic may meet the threshold tests for market dominance if rates were
raised to the compensatory level, the 48.5 percent estimate may somewhat understate
rail tonnage meeting the threshold tests of market dominance. However, the actual level
of Commission findings of market dominance will likely be below this estlmate based on
rebutting evidence presented in the investigation.

2. The most significant test of market dominance is the market share test.
Under this test it was estimated that 4U.7 percent of interstate traffic would meet the
threshold test of market dominance. The difficulty of approximating the same defini-
tion of the market as set forth informally in this report, i.e., the market to which a
tariff applied, may have resulted in an overestimation of market dominance. There are,
however, problems with the concept of market share in transportation. Transportation
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markets are. not stable, nor can tﬁey be clearly defined. As such, the Commission
definition .of market in individual cases will by nece381ty have to be much more pre01se
than the definition used in this exercise.

. -3. Independently, the substantial investment test is estimated to find 24.7
percent of the interstate rail traffic meeting the threshold test of market dominance.
This presumptive test is particularly instrumental in chemical and petroleum product
markets due to large shipper investments in tank cars, and in coal and iron ore markets
due to large shipper investments in loading/unloading facilities.

4, Also independently, the 160 percent cost test is estimated to find 11.1
percent of the interstate rail-traffic meetlng the threshold test of market dominance.

5. Using Standard Rall Form A costlng procedures over 29 percent of inter-
state rail traffic was found to be at rates below variable cost. However, this esti-
mate is likely overstated since unit train cost savings for coal trains were not
1ncorporated. .

: 6.» Experience to date indicates that the introduction of the market domin-
ance concept increased rate flexibility for the railroads while at the same time pro-
viding shippers and other carriers protection from monopolistic abuse. As of this
writing, approximately 39 protests have been filed with the Commission which contained
possible violations of section 1(5) of the Interstate Commerce Act. In 16 of these
cases an allegation of market dominance was made by the protestants in compliance with -
Ex Parte No. 320. Of these cases, market dominance was found 1n five of the seven cases
in which a suspension and/or an-investigation was ordered.
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IIT - DISTINCT SERVICES EVALUATION

This chapter addresses the potential impact of that portion of section 202
dealing with separate rates for distinct rail services. The Act amended the Inter-
state Commerce Act by inserting a new paragraph 15(18) calling. for the use of separate
rates as an aid in encouraging investments in rail facilities.

OBJECTIVES AND APPROACH

The objective of identifying the consequences of a concerted rail industry effort
in the area of distinct services pricing was divided into three primary elements. The
first dealt with the origin and rationale of the services. presently covered by separate
rates. The second involved the types of services most likely to generate separate
ratemaking activity -in the future, and the third involved the identification of
rate/cost relationships on ex1st1ng distinect services as an ald in projecting potentlal
rate levels for new distinct services.

In order to control the scope of analysis and provide a framework for the
interviews, a list of 18 present and proposed distinct services was compiled. The
list, which is reproduced in Table III-1, contained 9 services now covered by sep-
arate rates and 9 services, which were felt to have some prospect for future distinct
service designation. Whlle the list was not exhaustive, the services 1ncluded
represent the items of present significance to the 1ndustry.

Table ITII-1

.Distinct Rail Services
Selected for Study

Present Services ' : - Prospective Services
1. Transit 1. Insurance on lading
2. Diversion 2. Assigned cars
3. Recohsignment 3. Customized cars
4, Protective services ' 4, Expedited services
(refrigeration, heating
and icing)
5. Intraplant switching . 5. Car tracing
6. Special car weighing : 6. Inspection in transit
7. Car cleaning (to maintain " 7. Movement of empty
classification) private cars
8. Loading and unloading - 8. Adjustment of shifted
(using railroad crews load
and equipment)
9. Partial loading or 9. Car cleaning (to upgrade.
unloading en route classification)
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The primary source of data for this task was a series of interviews conducted with
senior pricing officers of six major railroads. These roads were selected in such a
manner as to provide a broad mix of commodity emphasis and regional operating conditions.
The information gathered jin the interviewing process was supplemented by reference to
selected literature sources and proprietory data on various elements of railway costs,
as well as input from shippers.

The results of the interview program are summarized in the following section, while
the information on costs is largely contained in the subsequent section entitled "Costs
and Profitability." The comments on both carrier and shipper impacts follow in a separ-

ate section, and a list of conclus1ons completes the report.

BACKGROUND ‘ON SELECTED SERVICES

Although a. substantlal amount of material was collected on each of the 18 services,
some were recognized as being of more significance than others in evaluating the future
of distinct services pricing. Within the 9 existing services, most of the carrier and
shipper personnel contacted felt that the most pertinent were those that occur within
the basic movement as opposed to those which occur either at the beginning, ending, or
between movements. The five services best fitting this description are:

-, =.Transit

Diversion

Reconsignment

Protective services

Partial loading and unloading en route

Consequently, greater emphasis will be placed upon these five services in the following
-discussion, although each will be reviewed individually. ' -

1. Transit. This term is used here to refer to the most familiar forms of
transit, storage,..or processing en route. In both cases, the movement from the origin
to the ultlmate destination is interrupted by a stop at an intermediate point for some
form of handling.: Typically, the lading will be removed from the original car and
loaded into a different car on the subsequent movement from the intermediate point
to the final destination. These two movements could conceivably be separated by as much
as 1 to 2 years, but the through rate from the origin to the final destination is ap-
plied to the movement. The rate in effect on the date of the original shipment applies
regardless of changes that have been made while the goods have been in transit.

Tran31t orlglnated in the late 1800's in the East and spread- into the West
around the time of World War I. The original objective of transit was to place a
processor at a point along the line of movement on the same competitive footing as the
processors located at either-end of the movement. Transit originatéd with grain’
traffic, and this commodity still dominates all statistics relating to transit. Lumber
represents theisecond.largest user and iron and steel fabrication ranks.third, while -
canned goods and home appliances represent other major users. Transit is used both
for storage en route and for. processing en route. In the latter case, the form of the
material changes significantly during the transit stop. Examples would inelude grain
into flour, and logs:into lumber. SR

Transit charges may-be published on either a carload .or-tonnage basis, :.
depending upon the particular application, and in scme instances an "out of route"
charge will be levied for a movement that generates "excessive" circuity.: As. a
representative example of a transit charge, the rate on the transiting of canned goods
at Peoria is:currently $57.20:per. car for shipments originating in Callfornla and
destined for points east of the:Illinois-~Indiana State line. o
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Typically the carriers feel that the costs of performing a transit service
far outweigh the specific revenue generated by the separate charge. This is not sur-
prising, however, in view of the fact that transit was established to provide the .
shipper at an intermediate point with some form of freight cost parity with his com-
petitors located at the end points. Thus, any correspondence between the original
transit charge levels and railroad operating costs tended to be accidental at best.

Views toward transit vary widely from railroad to railroad. For example,
roads with congested, high cost terminal operations are much less likely to endorse
transit than are their counterparts in a less congested territory. Likewise, short
roads with few shippers tend to market transit much more vigorously than do their
neighbors with many shippers and long single line hauls.

In general, the use of transit has been declining slowly in recent years.
This is a reflection both of the rail industry's lessened emphasis on new transit
arrangements and of changes with the user industries, which make transit less valuable.
The decline in transit usage is expected to continue as the major railroads continue
to offer attractive alternatives to the shippers. The abelition of transit is not
predicted in the near future, however, since it still plays an extremely important
role for certain shippers and for certain railroads as well.

2. Diversion and

3. Reconsignment. Since these two services are often performed in tandem
and they employ identical rate schedules, they are discussed heré together. "Diversion".
applies to any change in the car's destlnatlon once movement has begun, while "recon-
signment" applies to a change in the designation of the consignee. Frequenly, the two
occur simultaneously, but they exist independently as well. . '

While diversions and recosignments may by used by virtually any type of shipper
in emergency situations, they are used routinely in the lumber, grain, and perishables
industries. The so-called "roller" concept has historically played a major role in:
lumber marketing, both in permitting quick responses to time sensitive orders and in
permitting lumber brokers to preserve their role by masking the 1dent1ty of shlppers and
.the receivers. .

The rates for diversions and reconsignments are based .upon the time the
change is made and the location of the car. The lowest rates apply on changes made at
the origin terminal shortly after. the car has been tendered to the railroad, while the
highest rates apply on cars that have already arrived at the destination-terminal. For
example, in Western Trunk Line territory, a rate of $16.63 per car is applied to a di-
version occurring while the car is still with the origin terminal, while a rate of
$72.78 per car is applied to a diversion ordered more than 24 hours after the car has
arrived at its original destination terminal. .

The importance of diversions and reconsignments has been declining markedly
in recent years. In part, this reflects a reduced railroad marketing emphasis on thése
services, but to a larger degree it represents a change in the user industries. In
the case of lumber, the increasing vertical integration in the industry has cut into
the role of the broker, a major user of these services. .Also the industry's increasing
sophistication in inventory control and the generally faster rail transit times have
combined to reduce the importanece of roller ecars. In the fruit and vegetable area, the
need for-these services has been largely eliminated by the trend toward locating the
processing plants within the growing areas. In all of these time-sensitive situations,
the increasing use of truck movements has also contributed to the reduced rail demands.
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4, . Protective Services. This term applies to temperature control of the
freight car interior as an aid i1n protecting the lading from spoilage or other tempera-
ture-related damage. The use of ice for the cooling of perishable commodities first
appeared in rail service in the middle of the 19th century, and ice represented the
only cooling medium available until the late 1940's when the diesel-powered, mechanical
refrigerator car was introduced. Icing was discontinued as a railroad service in the
early 1970's, and only mechanical refrigeration service is presently offered.

Heatlng service has also been provided by the rail carriers to protect
shlpments from severe winter temperatures. Initially, this was provided by the use of
heaters which burned either alcohol or charcoal. While the alcohol heater is still
used, most heating service is currently provided by the temperature control units of
mechanical refrigerator cars.

Rail carriers have always levied a separate charge to cover the cost of
providing these protective services. Since icing provided the original method of
refrigeration for freight, charges based primarily on icing costs were in effect
until 1973 despite the predominance of mechanical refrigeration units by that date.
Under Ex Parte No. 300, the Interstate Commerce Commission conducted an investigation
into the adequacy of rail protective service charges in light of the cost of operating
mechanical protective service units. In a final order, served on March 5, 1975, the
Commission approved significant changes in protective service charges for non~-frozen
commodities. '

In that case, the Commission established protective service charges which
represented approximately 100 percent of the rail variable costs of providing this
service. Included in these variable costs were the ownership cost of the refriger-
ation unit, but not those of the rail car which contains the unit. The Ex Parte
No. 300 charges reflect only the specific services connected with the protective
service itself, including fueling and refrigeration unit maintenance, precooling,
inspection of freight in transit, and other miscellaneous services. Line-haul rates
on perishable commodities were not involved in this proceeding.

Although substantial numbers of railroad employees and a large amount
of railroad capital are committed to the provision of protective services, the railroad
industry has not traditionally considered protective services as a source of profit.
This- traditional relationship was sustained in Ex Parte No. 300. For example, a
California to Chicago trip of roughly 6 days duration carried a railroad variable cost
of $195.51 and was assigned a rate of $206.00. Likewise, a California to Florida trip
of 8 days carried a cost of $2U5.69 and was issued a rate of $242.00. (All of these
costs and rates are expressed in 1975 terms from the Ex Parte No. 300 Final Order.)

The carriers typically look at the line-haul rates as the source of profit
for perishable movements, but in recent years these rates have remained relatively low
due to truck competition. Consequently, the roads indicate they have not been able to
realize a satisfactory return on the purchase of new mechanlcal refrigerator cars, and
no new cars have been built since 1973.

The railroads contracted.on this'project predict a long term continuing
decline in refrigeration service, and some anticipate the virtual abandonment of the
service within the next few years. A combination of high capital costs ($60,000 per
car), highly seasonal demand patterns, intensive competition by exempt truckers, and
high loss and damage ratios havecombined to produce a highly pessimistic forecast for
this portion of rail operations. .



5. Intraplant Switching. The technical definition for this service
described it as "a switching movement from one track location to another, with the
same plant or industry, not connected with a road haul movement." Generally, the
switching is performed "at the railroad's convenlence," which means that the work is
normally completed when the railroad crew and ‘engine is at the plant to handle other
routine business.

Intraplant switching services have been performed by rail carriers throughout
most of the industry's history. While virtually any firm may use the service on an
occasional basis, it is used frequently in some industries and geographic ‘areas. This
service, in conjunction with the related intra-terminal and inter-terminal switching
services, represents a major activity for U.S. railroads.

The rates for these switching services are usually published on a terminal
by terminal or statewide basis. Consequently, there is little direct correlation
between the rate and the cost of performing a specific service. Also, these rates vary
widely even though there may be little difference in operating conditions.. For example,
the Southern Railway's intraplant switching charge in Tennessee is $52.45 per car, while
the charge in neighboring Alabama is $21.06 per car. This variation is explained in
part by the fact that these rates are published on an intrastate basis, and the differ-
ences reflect the philosophical -and procedural differences between the various State
governing bodies. In spite of this lack of direct cost correlation, however, switching
services may constitute one of the more profitable separate services, as long as they -’
are performed "at railroad convenience.™

The demand for these services is expected to continue at relatively high
levels for the indefinite future, although a long-term decline is anticipated. A basic:
level of switching demand is expected to exist, however, as long as rall shlpments are
handled on a carload basis.

6. Special Car Weighing. The weighing performed in this service goes beyond
the normal weighing involved in the assessment of freight charges and refers to weigh-
ings made at the request of the ‘shipper or the receiver to check tare weights or to
provide both origin and destination loaded weights. While requests for special weights
may arise in almost any area on occasion, the scrap metal and grain industries are the
largest users of this service.

The charges for weighing are usually published on a territorial basis.
Generally, several levels of rates are published in order to cover most of the typiecal
weighing circumstances. For example, the Southern Railway publishes 50 different
levels of rates for weighing with charges ranging from $9.56 per car to $42.66 per car.
Specific examples chosen from the. Southern Pacific's list of weighing charges would
include a $12.63 charge for weighing an inbound car on private scales before placement
for unloading and a $27.64 charge for weighing an empty outbound car on railroad scales
after placement for loading.

- The demand for weighing services is not expected to change rapidly in the
future, although some decline is expected over time. This decline should occur as bulk
commodities account for a larger portion of total rail movements, 31nce these items are
most llkely ‘to . be covered by weight agreements. .

7. Car Cleaning. "Cleaning" refers to work requ1red before a car is to be
reloaded with a commodity similar to the one prev1ously carried. Typically, this in-
volves the removal of dunnage, packaging materials, and assorted debris, and in some
instances, it includes washing as well. Repairs to the car or related hardware however,
are not 1ncluded in this category even though they may actually be performed on the
Ccleaning track. ’
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The subject of car cleaning has been controversial throughout the history of
railroading. The controversy has focused upon the assessment of the responsibility
for car cleaning costs. Presently, Rule 27 of the Uniform Freight Classification
states that the receiver has the responsibility of unloading the freight car completely,
including blocking, bracing and other dunnage as well as lading. Thus, when a carrier
is scheduled to pull an empty car, the switching crew has the option of rejecting a
car and leaving it to accrue demurrage charges until the receiver removes all debris.

. As a practical matter, however, few switch crews inspect cars thoroughly, and
dirty cars are frequently encountered in rail terminals. There they are usualy either
cleaned by the railroad at its expense or placed for loading in a dirty condition in
the hope that the shipper will clean it at his own expense. In neither case does the
offender, the receiver, bear the cost directly. '

The rail carrier costs for car cleaning are accrued in Rail Form A as "Special
Service Costs.” They are subsequently incorporated in the average carload rates and are,
in effect, borne by all shippers regardless of their individual unloading practices. The
principal changes in cleaning policies anticipated in the future are expected in the area
‘of more precise and more readily quantifiable cleanliness measurements and in techniques
for apportlonlng cost more directly to the offending shippers or receivers.

8. Loading and Unloading. This service includes the actual loading and
unloading of freight cars‘By railroad employees or the provision of specialized handling
facilities, such as cranes, for the shipper's use. Although it has traditionally been
the respon51b111ty of the shlpper and the receiver to handle the loading and unloading
operation, railroad crews did perform this function in specialized situations in the
past. C '

On most of the roads contacted in this survey, loading and unloading services
are virtually nonexistent, and in several instances; all references to this service
have been deleted from the tariffs. On the others, only coal, iron ore, and automobiles
‘remain on the list of commodities served, and in many of these 1nstances the work is
now “performed by outside contractors rather than railroad personnel. No resumptlons of
unloading service by the railroads is anticipated in the future.

9. Partial Loading or Unloading En Route. Rail carriers generally permlt
a car to stop as many as three times to permit either partial loading or unloading. A
fixed oharge is then assessed for each of these stopoffs.

This service is currently more widely used in the West than in the rest of
the country, but even there it is a relatively small revenue generator. Stopoffs are
most popular within a few particular commodity groups. Examples include lumber, canned
goods, furniture, farm machinery, magazines, and catalogues. While the service is hold-
ing relatively steady in volume, it is not a major activity for most roads. It does,
however, represent one means of enabling small shippers to receive carload rates and
service on less-than-carload quantltles.

The rates for stopoffs are fairly uniform nationally at approximately.$75
per car, and in Western Trunk Line territory-this charge is currently set at $74.17
per car stop. The rail costs involve the switching to and from the intermediate
location and the loss of usable car days during the stop. In this respect, it is
highly analogous to transit, but is somewhat more efficient in that there is no change
of cars at the intermediate point: Consequently; it represents one of 'the services
that may beé at least marginally profitable in those instances where the rallroad

enJoys a partlcularly favorable sw1tch1ng cost 31tuatlon. :
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(b) Potential Services

In the dlscuss1ons w1th carriers and shlppers in the nlne potentlal serv1ces,
four emerged as:possible candldates for separate rate treatment in the near future.:
‘These four were: . S . .

— - Insurance on lading
- Assigned cars

- (Customized cars

- Inspection in transit

While each of the nlne services. will be rev1ewed below heav1er emphas1s w1ll be
rplaced upon these four areas than upon the remaining flve. -

1. Insuranoe on Lading. Unaer current practice, rail oarrlérs typically
assume full respon51b111ty Tor all loss and damage which may occur While the goods are
in transit. In some circumstances, rail liability is limited through a device known ’
as "released value" rate, but such rates currently account for a very small portion .
of current rail traffic, a situation arising in part from the ICC's stringent past
criteria for approval’ of released rate applications. These criteria dealt with such
items as the susceptability of the trafflc to loss and damage, the number and.fre-
quency of prior claims and the carrier's own ablllty to acquire 1nsurance ‘at 'reasonable
rates.

.The railroads interviewed in this task were hlghly 1nterested in the p0351—
b111ty of separating insurance costs from the line-haul rate for a number -of reasons.
Chief among them is the difficulty that a railroad pricing department has in as$signing
values and risk factors. to the conmodities being handled, espe01ally to 1tems that are
not regularly traded on a commodity basis. A secondary concern arises in establlshlng
an equitable "average" claim figure, which will still protect the rallroad 1n the event
of a number of closely spaced expensive claims. -

. On ApPll 28, 1977, the Commission issued a released rates order 1n the motor
carrier area, which represents a significant departure from past practlces in thls
field. This order (No. MC-894) concerned the movement of data processing equlpment by
-motor carriers on a released rates basis.. In this instance the application for releas-
ed value rates was approved (albelt with a fixed expiration date) evern though the normal
criteria were not satisfied. Although this order contains an explicit warnlng that
carriers should not attempt to justify future released rate appllcatlons on the bas1s
of this one case, it does indicate the Comm1351on s receptivéness in con31der1ng
arguments on thls issue which fall outside the traditional criteria. |

If insurance were established as a separate rail serv1ce ‘a shlpper would
have the option of purchasing coverage through the rail carrier or “throtugh a third
party or of choosing a self-insurance arrangement Currently, rail loss and damage’
payouts are included in transportatlon costs and reflected in rate levels.' Conse— )
quently, all shippers are effectively ‘purchasing. insurance as a part of the basic ' .
line-haul rate, whether. it is desired or not. While the loss and damage expenses for .
the railroad 1ndustry as a whole average roughly 1. 8 percent of total revenue, some &
commodities run as high as 7.3 percent nationally and can reach as much as 12—15
percent for specific railroad s1tuat10ns. .

Most rail carriers interviewed show little enthusiasm for establishing
insurance as.a separate rall .service since they . would prefer not to go; into the
risk analy51s and insurance bus1ness. ‘Their . preference 1nstead would | be for the wider .
use of released value rates with, the shipper prov1d1ng hls own 1nsurance eoverage,,ﬂ_f
either through self-insurance or through third party contracts. ' Released value rates”
are currently used in several commodity areas, such as china, glassware, and precious
metals.
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Hlstorlcally, the Comm1ss1on s major concern has been that released value
rates will favor large shippers, who could purchase insurance (or sustain self-insur-
ance) at reduced or volume rates and effectively discriminate against small shippers
who would have to purchase insurance from the railroads or third parties at signifi-
cantly higher premiums. . Movement toward wider use of released rates will likely occur
slowly and cautiously on a case by case basis initially. -

2. Assigned Cars and

. 3. Customized Cars. .Although these two categories are different, . there
are so many parallels between them that they will be discussed together. The term
"assigned cars" refers to railroad owned cars that have been designated for use by
one specific shipper. Under present rules, only specialized cars can be placed in
assigned service. These cars are not necessarlly unique, but may be a relatively common
car, such as a DF type box car. The term “customized car," however, does apply to a
unique car in'that it has been so modified as to make it usable by only a small number
of shippers within one 1ndustry..

Although car assignments have existed for many years; they have never been
totally embraced by the railroads, and even the strongest proponents of the system
acknowledge that it is’susceptible to abuse. The subject of assignments has been
studied at length, but firm conclusions have remained elusive. Many experts feel
that something should be done to place the practice on a firmer basis. Although
special charges have been suggested as one solutlon, no agreement has been reached on
this alternatlve.

Car ass1gnments provide the shipper with an assured supply of the car type
that he needs, when he needs it, without the necessity of purchasing or leasing the
car and -incurring ownership costs. From the railroad point of view, assignments are
intended to improve the utilization of the car and to provide some leverage in securing
traffic from desirable foreign-line shippers. Also, it tends to reduce the railroad
cleaning and maintenance costs as shippers tend. to take better care of assigned cars
than "free runnlng" cars.. -

While the customlzlng process offers a 31m11ar set of advantages for both the'
railroad and the Shipper, it also carries more potential risks for the car owner than
does the simple assignment process. First, the rallroad has committed more capital to
the customized car than to a comparable general purpose’ car. Secondly, the car can
typically be utilized by only a few shippers at a few locations, and thus its utiliza-
tion is closely tied to the fortunes of the using 1ndustry. Thlrdly, at the termina-
tion of the assignment, a second capital expenditure is typically required to prepare
the car for its return to general service.

. A number of abuses have been associdted with assignments. One of the most
serious 1s for a shipper to overestimate his required pool size t6 the extent that the’
utilization 6f the assigned cars actually falls beneath the level” that would have been
likely if the car had remained in general service. A second problem involves multi-
plant shippers who may shift ¢ars from pool location to pool location for no productive
end. On the shipper side, small shippers may quickly ldse assigned cars if the rail-
road can find more profltable traffic, although this is less of a risk with customized
cars. .

» The railroads belleve that any separate charges in this area should be’

designed to reflect the railroad's investment in these cars and to discourage the
common abuses. In the latter category, the recently 1mposed storage .Gharge on 1d1e
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assigned cars was widely credited with reducing pool sizes and solving the utilization
problems. The carriers feel that the level of the storage charge, however, is too low
to canpensate the railroads for even the ownershlp cost on these spe01a11zed cars, not
to mentlon the lost opportunity costs. y

The most attractlve tools for protecting the railroad's investment on. custom-
1zed cars are shared ownership and amortization agreements. In the shared ownership
approach the railroad typically leases the car to the shipper for some token amount,
and the shipper actually makes the modifications at his expense. In the amortization
approach, the railroad makes the investment in the modifications, but the shipper
agrees to, reimburse the railroad for the unamortized portion of the new 1nvestment if
the movement ‘terminates earller than or1g1nally prOJected.

leen the current lack of unified thinking on the issue, no type of rallroad
investment fee is anticipated for some time to ¢ome.” Changes in the storage fee or
the introduction of an empty car movement fee are more likely, but even there, little
action is anticipated in the next 2 to 5 years.

4, ‘Expedited Services. Expedited services appear in at least three forms
under current railroad practices. The most common is the extra attention given to
particular cars to assure that they move at the maximum possible rate. The second
form is special train service in which a complete train is assembled and run at the
request. (and expense) of a specific shipper. The third form is unit train service
although the desire for speed is usually not the primary motlvatlon in this case. -

: Currently, only special- traln service carries spe01al charges that reflect
the, expedited handllng. In.general, rail carriers offér expedited terminal handling and

. faster train service without extra charge, although some special charges have existed
~in the past, such as perishables trains, the "Silk Trains," and high speed . 1ntermodal
services, such as the "Super C" service prev1ously offered by the Sante Fe.

As an example, special train services on the Conrail system are rated
differently for movements within one terminal as opposed to movements- between termi-
‘nals. Within a terminal the current rate is $61 per hour for the first 8 hours with
an 8 hour ($488) minimum. Additional hours are charged at $60 per hour. Between
terminals the rate is currently $21.56 per mile with a minimum of 110 miles ($2,371. 60).
In the Super C case a premium of 40 percent was charged above the normal rate, and in
return the Santa Fe offered a Chicago to Los Angeles‘transit\time of 36-U40 hours, rough~
ly half of the best previous timing. (While the Super C service was operationally
successful, it did not achieve commercial success, as shlppers were generally unwilling
to pay the premlum requlred for the serv1ce 1mprovement )

Expedlted terminal services ("hot" cars) appear to lend themselves well

. to separate charges, and a few such charges are currently in effect. However, since
these requests often stem from delays encountered ‘in transit, neither the ra1lroads
nor the ‘shippers have pursued the subject of separate charges with any énthusiasm.

Given the recent unfavorable experlence of the Santa Fe with their "Super C"
serv1ce and the widespread availability of .rates on special switches and spec1al train
service, no new expedlted serv1ce charges are expected w1th1n the next 2to5 years.

5. Car Tracing. Tracing presently ex1sts in three maJor forms. The flrst
is the individual inquiry made by the shipper through the carrier's sales office or
tracing bureau. The second is direct access by the shipper to the carrier's car
location computer -file, and the third is the daily routine reports prov1ded by the
carriers on the locatlon of private and assigned cars. : .
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The subject of charges for car. tracing has been docketed for discussion at
: numerous rate bureau meetings for many years,. but no unified industry position has
emerged. - Most ‘railroads have shown little enthusiasm for car tracing charges, in
general, although some roads do charge for the daily report services or at least re-
quire the shipper to assume the communications costs in the direct inquiry systems.
_Moreover, shippers feel that tracing exists largely because of poor and unreliable rail
service and,-thus, -that no charge can be justified. Consequently, no new. tracing
charges are expected to surface within the next 2 to 5 years.

- 6., Inspectlon in Transit. Thls termlnology refers to the stopping of rail
car for inspection-of its contents, and the holding of. the car for .its ultimate dis-
position based upon the results of the inspection. The inspection itself is performed
by agents of the shipper or receiver, not by railroad personnel. Virtually all of the

. inspection activity is associated w1th grain movements although it occurs to a limited
extent w1th automobiles and perishables as well.

In the East and in the South the ra11roads charge for, all inspections, but
in .the West the first 1nspect10n stop has traditionally been accommodated without'
charge. - Any subsequent stops will, however, lead to charges, even in the West. The
rates approved in. I&S 8548 in January 1975 ranged from $17 45 to $30 .30 per car per
1nspect10n.

Inspectlon charges have been a particularly controversial toplc for many
years, and it was an inspection case which led to the "Wichita Doctrine,™ which has
played a major role recently in distinct service ratemaking. This controversy is
expected to continue in the West with most observers. expecting to see new carrier

_1_1n1t1at1ves in this. area. Some feel that such a charge may be introduced under the
4R Act in those western markets where the rail carriers do not have "market dcominance."
. In any event, a substantial amount of activity on this front is expected ‘within’ the 2"
to 5 year t1me frame of this study.

: T.. Movement of Empty Private.Cars.¥ Currently there is no uniform policy
on the movement of such cars. .In some instances the owner pays the railroads,.in -
others the railroad pays the owner, and in still’ others no payments are made by either
party. The latter conditions apply primarily to tank cars and covered hopper cars, two

.of -the biggest elements in the private car fleet.

v Effectlve January 1, 1977, tank car owners will pay on a mileage basis for
_those sltuatlons in which the number of empty miles accumulated in a year exceeds 105
. percent of. the loaded miles recorded for that car in the same year. These totals are

" computed on a national basis, and the present rate is 18 cents per "excess"™ mile. This
mileage equalization practlce represents a return to a concept that existed for many
years in the past. - In the prior system, however, the accounts were maintained on a
road-by-road basis, rather than a national basis, as is now the casé. The only source
of. dissatisfaction with the new system, uncovered during interviews with railroad per-
sonnel was the, lack of such a road- -by-road equallzatlon accounting system.

.. . Assuming that the new system is effective in reducing empty mileage, as was
. intended, tlie only activity expected in this area over the next 2 to 5 years will be
the exten51on of the equalization concept to ‘additional car types (especlally covered
hopper cars) and the introduction of road-by-road accountlng.

oy

1.

# The movement of prlvate cars may not always constltute a d1st1nct ra11 serv1ce.
See referénce in Chapter I. -
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8. Adjustment of Shifted Load. When railroad car inspectors encounter a
car whose load has shifted sufflclently to make the car unsafe to handle, or whose load
is so precarlously positioned as to make serious lading damage a- foregone conclusion,
railroad maintenance crews will typically shift.thé load back into its proper position
and attempt to secure it more firmly for the contlnuat;on of the trip.

Under current rules the railroads are free to bill the shippers for this. -
adjustment,, if it can be demonstrated that the shipper Was at fault. In practice,
however, this is rarely done, as it is often difficult to prove responsibility, and
since most observers suspect the primary cause of load shifting is-rough handling by
the railroads. Consequently, the rail industry has no plans to alter the arrangements
in this area for the foreseeable future.

9. Car Upgrading. In the past standard boxcars were often upgraded from
one loading class to another by some form of temporary treatment, such as washing or
the installation of paper liners. With the development of more speclallzed cars. and
more strlngent cleanliness standards for foodstuffs, this work has virtually disap-
peared in recent years. Consequéntly, no rate act1v1ty is expected in this area in
the future. ’

COSTS AND PROFITABILITY

Spe01al cost estimates for use as.a rough guide to revenue/cost ratlos for
several distinet rail services were prepared for the purposes of this study. These
estimates were primarily baséd oh engineering standards for the quantity of various-
resources required in the performance of the service (e.g., number of documents. pro-
cessed, number of switch engine minutes consumed) and extending these units in dollars
through the use of standard cost factors. All of the cost figures were expressed -as
a range of values, since these services are performed under a wide variety of circum-
stances. A detailed listing of the factors considered in each case is contained in
Exhibit 14, and a breakdown of the individual cost components for each serv1ce may be
found in EXhlblt 15.

The standard data used in this task are oriented primarily toward such elements
as labor hours, engine hours, and car days..  Thus, some of the services included in
this study did not lend themselves to this form of cost analysis. Examples included
shipper car allowances,,insurance, assigned cars, customized cars, and empty private
car movements. These were covered by alternative techniques, as noted:below. ‘Also,
data for. protectlve services were available in Ex Parte No. 300, a relatlvely recent
proceedlng whlch 1nvest1gated these serv1ces in substantlal detall.

The estimates prepared by this technlque are quite dlfferent from those normally
encountered in"ICC proceedings. Although they are most closely related to :"variable"
costs, they differ substantially in their development. The normal formula costs are
obtalned by analy21ng the actual costs incurred in prior operations, while thé¢ esti-:
mates contained in this report are projections of "1deallzed" operatlons. ' -

"No data were Peadlly avallable to indicate the exact dlstrlbutlon of condltlons
surrounding these operations. For example, some diversions involve nothing more
than a simple paper transaction, while others may require extensive terminal switching
and train delays. No data were obtadined, however, on the proportions of "simple" and
"complex™.operations included in the total sample of all diversions. Consequently,
it is not possible to produce an accurate single value or "point estlmate" for the
cost of these services.

Table III-2 contains the cost and rate data for the services presently covered
by separate rates. Both the cost levels and rate levels are cited as ranges. In
the cost case, the range reflects the differences between roads and geographic
regions as well as the different circumstances cited in the applicable tariff.
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' TABLE III-2

Estimated Cost and Rate Levels
Separate Rate Services

for Present

) Representative
Services Rate Levels
Transit

Diver'sion and
reconsignment

 Protective
services

Intraplant
switching

Car weighing
Car cleaning‘

Loading and :
- unloading’

Stopoffs for
loading and
unloading

$12-$57 per car

$16-$76 per car

$111-$347 per
shipment

$20-$L45 per car

$10-$43 per car

None

Actual cost

$73-$77 per car

Estimated

Cost Levels

$63-$105 per car

$13-$44 per car

$85-$143 per
shipment

$3-$35 per car
$10-$17 per car

‘$28-$50 per car

$33-$50 per car

$31-$53 per car

. Comments

Cost for one
change only

'From Ex Parte

No. 300

No switching

- included in cost ..

Facility cdst not
“included

Costs for mecha=
nized handling

Costs for one
‘stop only

Source: Vérious’rail freight -tariffs, ICC dociments, and proprietory oést data.

During the interviewing process it was generally noted that accessorial services
on the whole are not profit-making items, and that historically the.rates for these
services have been limited to a reimbursement of the carrier's out-of-pocket costs.
While this effort was-not designed to test this particular hypothesis, the data in.
Table ITI-2 do indicate that these services are unlikely to contribute significantly

to railroad profitability.
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The reasons for this situation are not clearly defined, but-
the following three points were offered as contributing factors:



1. Railroads traditionally made their profit primarily on the line
haul, and provided other services at charges which often merely covered 'their dlrect
costs.

: 2. The railroad industry has traditionally been divided on the need and’
desire for rate increases on accessorial services, and the resultant increases have.
been based more strongly upon compromlses between industry factions than upon cost
considerations.

3. The expense of the special studies necessary to develop accurate
costs for these services has hampered the industry in its attempt to present solidly
documented cost evidence to support rate 1ncreases thus weakening 1ts p031t10n in these
adversary proceedlngs.

.Table III-3 provides a listing of the estimated costs for the services -
suggested for future separate rates. In four of these services the computational
technique used in Table III-2 did not prove practical. In the case of insurance, an
alternative estimate was available but in the remaining three cases no costs were
computed. For both the assigned cars and the customized cars the cost is primarily
capital oriented, although some specialized maintenance costs -may also be -incurred.’
The exact cost would be a function of the nature of the car and the speclallzed equip-
ment attached to it. Likewise, the nature of private car movements dlffers so w1dely
as to make the calculation 1mpraet1ca1 in this type of exercise.

Table III-3

Estimated Cost Levels
for Possible Distinct Services

: Estimated
Serviceés Cost Levels o Comments
Insurance $.01-$4.50 per ton Rail Form A Loss and Damage
S : Y ‘payout - records -
Assigned cars - " No costs computed
Customized cars ' ' - : . No costs -computed
Expedited services $22-$57 per car Cost per handling
Car tracing $4-$7 per inquiry Conventional individual
inquiry on one car
Inspection o . $27-$53 per car- . Similar to en route o :
; ' ‘ ' © stop ‘
Empty private car =~ -~ - - " ' No costs computed
movements -~ ' : : ' ' g N
Load adeStment_ E $31-$240’per car’ R Cost pér’ oceurrence
Car- upgradlng ' " $H8—$99 per car. - N _‘Cost per occurrence’

Source: ICC documents and proprietory cost data. o l B Y
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If the traditional relationships were to hold in the case of new'separate .
rates, one-could reasonably assume that the rates for these services would tend:
to run lower that the cost levels shown above. For example, if a chargeé were to
be instituted for car tracing, the rate level might be expected to fall in the
$3-$5 range, which is generally lower than the $4-$7 computed cost shown in the
table. To some extent this has been demonstrated in the case of inspections,
where charges of $25-$3O per car have been proposed 1n an area where costs run
$27-$53 per car.

The validity of such an extrapolation process is subject to some question,
however, in the light of the 4-R Act. If distinct services are not to be viewed
as a profit-making element of a railroad's revenue package, it would appear
illogical to- expect that new services would enter the market at rate levels below
cost. This is especially true in the case of separate rates made under the Wichita
Doctrine, which would in many circumstances have been accompanled by a decrease in
the ba31c llne-haul rates. :

IMPACTS ON RAIL CARRiERS

The railroads interviewed perceive three major barriers to the expansion of the
separate rates concept, implied in the 4-R Act. These three items are:

1. Competitive practices
2. Wichita Doctrine

- 3. Legalistic environment
The competitive practices reference involves both intermodal and intramodal
competition. Trucking industry practices are probably the largest single barrier
within this category, as rail industry personnel are reluctant to charge separately
for any service that the trucking industry normally provides without charge.‘

Due to deficiencies in the cost data for separate services, the practical effect
of the Wichita ruling to date has been to require a reduction in the line-~haul rate
whenever a previously included service is singled out for separate charges. The re-
duction in turn should be of comparable magnitude to the level of the new separate
charge. On the surface, this requirement does not appear particularly troublesome,
but in many instances only a small percentage of the shippers using the line-~haul rate
may elect to use the separate service. Thus the revenue generated by the new separate
charge would fall far short of the revenue lost through the reductlon in the line-haul
rate.

The Wichita Doctrine does not prohibit a rate package totaling more than the
prior "unbundled" rate, but the railroad is required to demonstrate that the higher
rates are "just and reasonable." This may not be a simple task, and as noted earlier,
it is complicated by the highly imprecise nature of separate services costing techni-
ques. To date the carriers have apparently felt that the costs and risks of such a
procedure substantially outweigh the benefits of further rate separation. :

Some carriers feel that the market dominance provisions of the 4-R Act will blunt
the effectiveness of the Wichita ruling in those situations where the railroads do not
enjoy market dominance. Under the 4-R Act justness and reasonableness need only to be
demonstrated where market dominance has been shown to exist. Consequently efforts are
now underway to test this concept legally and possibly achieve some s1gn1flcant
flexibility in the separate rates area.
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Because of statutory and judicial constraints, no distinction has typically
been made between a "permanent" rate and an "experimental" rate. This is partic-
ularly troublesome, of course, when a new rate turns out to be too low or when it
imposes some onerous operating restrictions on the railroad. Corrections are
technically possible by proving that the higher levels are "just and reasonable.”
Ex Parte No. 331 does call for experimentation in the area of separate rates
pricing but the carriers appear to have remained cautious on this point. -

In summary the railroads interviewed in this task anticipate that the separate
rates portion of the 4-R Act will have little impact upon the rail industry. In their
estimate, no new freedom or authority was introduced into the separate rates areas
by the 4-R Act except possibly in easing the Wichita Doctrine's impact. They foresee
that the primary impact will occur on the procedural side, especially in the nature
of the documentation required on various separate rates flllng and in the expedited
handling of protests and investigations.

In the area of "possible"'rather than "probable" impacts, the railroads do feel
that the Act could conceivably lead to some long-term changes in distinct services
pricing. For example, the Act could provide a basis for the eventual resolution of
several long standing industry problems, such as charges for inspections in transit
and for assigned cars. In addition the Act may lead to a more favorable climate for
the establishment of new separate rates, as opportunities present themselves in the
future.

The Act may also ultimately lead to a greater acceptance of the concept of -
distinct rail services as a source of profit for the railroads. If so, such a change
would probably of necessity be accompained by a drastic improvement in the art and
science of distinct service costing. This would permit the railroads to more readily
determine and demonstrate the justness and reasonableness of separate rates proposals.

Thus, while the railroads anticipated few, if any, changes in the area of
separate rates pricing within the next 2 to 5 years, they do acknowledge that some
longer range changes may be forthcoming. However, it should be stressed that this
assessment was made by some carriers even before February 4, 1977, when the Commis-
sion's rules were pronulgated, and that the Commission has yet to reach its decision
on the changes to these rules whlch the railroads urge in their petition for recon-
31derat10n. :

IMPACTS ON.SHIPPERS

While the shippers echoed many of the railroad comments on the immediate and
longer term implications of the Act, they did foresee some additional effects. The
most immediate,.of course, would deal with the procedural aspects of handling separate
rate filing.

Over the longer term, the shippers anticipate substantial upward pressure on
rates for distinct services, as railroads seek to make these services profitable in
their own right. The responses to such prospects differ widely, however, among dif-
ferent groups of shippers: Major users of separate rates are generally unenthusiastic
about the prospects of higher freight bills, but other shippers feel that such a move
could be desirable. This latter group feels that currently the distinct services are,
in effect, being .subsidized by the line-haul rates, and that, consequently, the line-
haul rates are overstated to cover this subsidy. Therefore, they reason that improved
profitability on distinct services may permit some.reduction in line-haul rates..

Tﬁe wider use of separate rates pricing implies greater shipper flexibility in

choosing the exact transportation package. Some shippers foresee this as a source of
conflict between large and small shippers. More often than not, the heavy user of
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these distinct services is the smaller shipper, who may already feel that his costs
are uncomfortably higher than those of his larger competitor. Any move to increase
- separate rate levels and reduce the basic line-haul rates may well eliminate the
smaller shipper fram cost competitiveness with his larger neighbor.

-Most shippers, however,,anticipate little immediate activity as an outgrowth of
this portion of the 4-R Act. Thus, they have for the time being elected to adopt a
role as cautious observers in the area of separate rates pricing.

RATE REQUESTS UNDER THE'SEPARATE RATES FOR DISTINCT SERVICES PROVISION

The Commission has not received any rate requests under this provision as of
the writing of this report. Based on the Commission's past experiences with distinct
service pricing and the discussions with carriers conducted during the course of this
study, there does not: appear to be a great deal of enthusiasm for these types of
rates. - Unless there is a significant change in the carriers' views on this subject,
no changes in the separate rates area can be expected. :

SUMMARY AND CONCLUSIONS

While numerous conclusions may be drawn on the prospects for the individual
services involved. in this study, the following six points represent the key flndlngs
on the broad field of distinct -services. prlclng under the 4-R Act.

1. A change in prlclng practlces w1ll be necessary to achleve the stated
obJectlves of the-4-R Act. The separate rates provision of the Act was in part
designed to stimulate investment in rail facilities. Under current practices, how-
ever, distinct services are usually priced on.the basis of cost reimbursement only
and no profit contribution is.typically generated by these services. The rate levels
for these services -must be permitted to rise above the cost levels, if positive re-
turns are desired for the related investments. -

2. Competltlve factors will continue to play the dominant role in separate
services pricing. JIraditionally, the practices of competing carriers, especially
truckers, have limited the rail industry's willingness to establish new separate rate
categories. They have also limited to some extent the rate levels for existing
separate services. This situation is not expected to change significantly, regardless
of the amount of prlclng freedom given to the rail industry in the separate rates
area.. .

3. The W1ch1ta Doctrlne represents an important perceived obstacle to the
further development of separate rate pricing. This doctrine was, however, established
upon a basis of the rates belng unjust and unreasonable. Under the new market domin-
ance provisions, a finding of market dominance may be ‘required.before a finding that
the rate is unjustly or unreasonably high can be made, and greater ratemaking flexi-
bility may be introduced. _Moreover,.the Commission is presently considering the
Wichita Doctrine's 1mpact in response to the rallroads' petltlon for reconsideration
of the rules adopted in Ex Parte No. 331. - .

4, No substantlal changes in the separate rates area are antlclpated in
the near future. This conclusion applies to the.number and Type of rates olffered as.
well as the general level of rates. This conclusion assumes no significant changes in
the regulatory and competitive environment -for rail-transportation in that period.

f
l
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IV - SEASONAL, PEAK, AND REGIONAL RATE EVALUATION -

The third major rail ratemaking provision of the Railroad Revitalization and
Regulatory Reform Act of 1976 addressed by this study-deals w1th seasonal, peak, and
regional rates. Sectlon 202(d)(17) of the Act states: - .

"Within one year after the date of enactment of
this paragraph, the Commission shall establish,
by rule, standards and expeditious procedures
for the establishment of railroad rates based
on seasonal, regional, or peak period demand -
for rail services. Such standards and proce-
dures shall be designed to (a) provide suffi-

 cient incentive to shippers to reduce peak
period shipments, through rescheduling and

“advance planning; (b) generate additional rev-
enues for the railroads; and (c) improve (i)
the utilization of the national supply of
freight cars, (ii) the movement of goods by '
rail, (iii) levels of employment by railroad,
and (1v) the financial stability of markets
served by railroads."

This section had the following fOur objectiveS'

1. To identify the nature and extent of peak seasonal and reglonal
traffic.

2. To determine the extent of potential railroad utilization of sea—‘
. sonal, peak, and regional pricing. .

3. To estimate the résulting impacts on the'Nationislshippens. Q'
4, To evaluate all rate filings‘puplished under:this proVision.""

5. To forecast the consequences for the railroad 1ndustry over ‘the h
next 5 years.

SEASONAL, PEAK, AND REGIONAL RATES - THEORY AND BACKGROUND

The economic theory behind peak load pricing is hlghly developed but is based on .
assumptions which are drawn in part from electric power 1ndustry operatlons. These |
assumptions inélude completé monopoly power, identifiable marginal costs), ‘and homoge—
neous units of output, among others. In general, the theory states that peak period
users should be charged for most or all of the capacity costs, while off-peak users
should be charged short run marginal cost plus, dependlng on the assumptlons made, a
small proportion of capltal costs. , .

m;Unfortunately,'extendlng the application of the economic theory to the computation
of "ecorrect" prices for the rail industry is not prdctical, given . the current problems
of cost finding and data gathering. To make results of this study meaningful, a much
less sophisticated approach to peak load pricing has been adopted. Basically, higher
rates should be charged in peak periods than in off-peaks, . The amount of the differ-
ence and the average overall rate were estimated. based on poss1ble shlpper responses
and estimates of .the profitability of current rate levels.4, o .

. As an aid to foreoastlng potentlal 1mpacts and results .of seasonal and peak; load
pricing, past efforts in this.field were explored.- It was found that actual U, S..rail
experience with peak load pricing is extremely limited and ‘has met with rather mlxed
results. The experienceshere and elsewhere, however, suggests that peak load ‘pricing,
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if properly implemented, can be potentially successful in the railroad freight indus-
try, recognizing that the unique regulatory and economic environment of the U.S. pre-
sents some severe problems.

Unlike seasonal and peak rates, regional rates are not supported by a body of

" economic theory or actual experience. In fact, the very definition of the term "re-
gional rates™ has not been clearly established. For purposes of this study,. regional
rates were assumed to be those intended to balance the flow of traffic between two re-
gions. It must be recognized, however, that there may be alternative definitions
allowable under current Commission rules..

DETERMINATION OF SEASONAL.MARKETS.

To clarify the analysis, seasonal and peak pricing was separated from the issue
of regional pricing. The determination of seasonal markets, the first step in the
analysis of peak and seasonal ratemaking, was a three stage process. The first stage
involved developing the definitions and measurement tools to be used in the rest of
the analysis. Next, an initial screening of railroad markets was performed to isolate
major markets for further study. In the final stage, a more detailed analysis was per-
formed, and summary statistics were prepared.to describe the results.

(a) Stage I - Market Definitioﬁ and Seasonality Measures

There are many ways of describing the services which railroads sell in the
marketplace. In one sense, they sell the movement of various commodities. In another,
they sell moving -containers (flatears, boxcars, gondolas, etc.) which may be carrying
any one of a variety of goods. Alternatively, the rail market may be viewed within
various geographic subdivisions or as involving pairs of regions or points. An indi-
vidual railroad carries traffic which can be classified as originated, interchanged,
or terminated.

For practical purposes of this study, however, data limitations dictated that a
"market" be defined as one class I railroad originating carloads of one commodlty.
This was reasonable, since the originating carrier is generally responsible for car
supply and since a commodity breakdown of the market (rather than by car type) more
readily permits estimation of potential shipper responses. Such an approach partially
recognizes that the capacity of a railrocad's car fleet is a major determinant of peak
period capability; it does not take into account other capacity constraints which may
have local. significance on a particular railroad. Nevertheless, this definition is in
accordance with that implied in Ex Parte No. 324.

Once a market definition was developed, two basic measures of seasonality were
-created. The first such measure provided an indication of the severity of demand fluc-
tuations. The second measure identified the presence of regular patterns in demand
variations whlch might make practicable a strategy of peak load pricing.

(b) Stage II - Initial Screening of Seasonal Markets

As an initial step in identifying seasonal markets, the AAR Weekly Carloading
Statistics for each commodity on each class I carrier were analyzed. This analysis
used the 23 commodity groupings in the Weekly Carloading Statistics (see Exhibit 16).
The measures of seasonality were calculated for each market for each year from 1973
through 1976. Finally, the markets were ranked to identify the peak and seasonal mar-
kets which would be ‘analyzed in detail in Stage ITI.

In this initial sereening, some commodities such as grain, farm products other
than grain, and metallic ore were clearly very seasonal and nearly all the traffic was
selected for further analysis. Conversely, other commodities were just as clearly not
seasonal. These included coal, grain mill products, and metals and metal products.

In the case of other commodities, the presence of seascnality varied by region, how-
.ever, some of these were selected for further study based on information provided by
the’ partlclpatlng railroads.
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(e) Stage III - Detailed Seasonallty Analys1s

In order to develop more definitive statistics descrlblng the nature and extent
of seasonal traffic, it was necessary to perform additional analysis. The data source
for this final stage of the analysis was the One Percent Waybill Sample prepared by
the Federal Railroad Administration of the U.S. Department of Transportation.

In this stage of the analysis, the seasonal commodity groups identified in the
previous stage were further subdivided into a total of 35 subcommodities (see Exhibit
16). For each of these, the traffic on a given carrier was designated as seasonal if
the carloadings for any one calendar quarter were either above 1.2 or below 0.8 times
the average quarterly volume. This simplified criterion was adopted after a thorough
review of the results of more sophistibatedwseasonality“measurements,

(d) Results of the Seasonallty Analy81s

The total seasonal trafflc was determined for each of five unique ICC cost
regions of the country and for the Nation as a whole. The percent seasonal for each
of the 35 subcommodities and for the total traffic was determined. The statistical
results which are the basis for several of the following tables are presented in Exhi-
bits 17 through 22. These show the seasonality measures for.each commodity in each of
the five major ICC cost regions and for the entire U.S.

For the U.S. as a whole, approximately one quarter of all traffic moves in
seasonal markets (by the definition used in this study) - approximately 24 percent by
revenue and 26 percent by carloadings. In Exhibit 22 the total percent seasonal for
the U.S. is somewhat higher since only the total U.S. traffic in the 35 commodity -
groups was considered. These 35 commodity groups encompass 92 percent of all U.S.
rail traffic.

1. Results by ICC Cost Region. In Table IV-1, the total seasonal traffic -
and the percent seasonal are shown for each of the five major ICC cost regions. Exhi-
bit 23 lists the class I carriers and the regions to which they are assigned.

Table IV-1

Total Seasonal Traffic by Region
(Based -on Region of Originating Carrier)

Percent Percent Percent
Seasonal Seasonal Seasonal
Region¥ By Cars : By Tons By, Revenue
1. New England ) 19.0 . 19.4- . 6.0 »
2. Official 20.0 . 205 o 21.0
4. Southern 14.0 13.6 wo
5. Midwestern | 46.0 50.0 o 130.0
6. Mountain + Pacific - 40.0 o 346 | 37.0
All U.S. 26.0 - © 24,0 24.0

*Reglon 3 includes reglon 1 plus reglon 2, reglon 7 is region 5 plus region 6. -
Separate analyses were not performed for reglon 3 or reglon Te :

of partlcular interest in Table IV-1 is the uneven geographic distribution of

seasonal traffic. Notice that regions 5 and 6, essentially Midwestern and Western
carriers, face considerably more seasonality than do Eastern, Southern, or New EngIand
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carriers. The difference between the percent seasonal by cars, tons, and revenues is
explained by the commodities involved. For example, Midwestern ore carriers move enor-
mous tonnages of iron ore seasonally at very low rates. Thus, region 5 shows 50 per-
cent of the tons seasonal, but only 30.percent of total revenue derived from carrying
this seasonal traffic. The situation is similar in the New England region, where the
two 81gn1flcant seasonal commodities, "other field crops" and "petroleum products" move
at relatively low rates, thereby amounting to a greater share of cars and tons than of
revenue. .

2. Results by Commodity. Traffic in 17 of the 35 subcommodities was over
40 percent seasonal in nature. Table IV-2 lists these and the percentage of the
seasonal trafflc of each commodity originated in each region.

Table IV-2

Seventeen Most Seasonal***Commodltles

Total _ _ :
Percent, Percent Percent Percent . Percent Percent .

. o - Seasonal In In In In - In

Commodity - "By Revenue Region 1 Region 2 Region 4 Region 5 Region 6%*
Soybeans 95 * 23 32 29 16
Corn . ) 95 . -0 30 . 17 26 28
Wheat . .99 [ T -2 27 - 6l
Other grains . = . .. 98 .0 3 1 32 63
Other field crops . 95 0 0 21 I 75
Fresh fruits -. . .. 96 0 1" 8 - 6 .76,
Fresh-vegetables 98 0 2 0 2 . 96
Livestock 91 0 21 0 0 79
Poultry ... .88 0: 3 21 - 6 70
Iron ore | }’, - - 93 0 . 29 1 58 12
Copper ore. . ... 96 0 .0 -0 0 100
Other ores 71 0 20 16 0 64
Crushed stone Ly 0 60 3 6 31
Sand and gravel 7 0 43 5 6 46
Potash and phosphate - - ;

rock 98, 0 0 1 4 95
Agricultural :

chemicals. = - 4 .. 0 0 87 0 13
Assembled motor L o

vehlclesa“ , 57 . 0 8y . 0 T .9

Note: (*) Under one percent.
(*#) Percentages may not add to 100 percent because of rounding.
(¥%%¥) Based on quarterly volume exceeding + 20 percent of average quarterly
volume for, at least, one-quarter of the year in 1975.

As had been indicated in the first stage analysis, the agricultural commodities
constitute the major portion of peak and seasonal volume. These are joined by the ore
traffic, assembled automobiles, construction aggregates, and fertilizers to account for
the overwhelming majority of seasonal tonnage and revenue. . : -

In interpreting this table several points should be borne in mind. A zerc -shown
for a region does not indicate that no tonnage of that commodity is originated in that
region. It does mean that none of the traffic originated in that region was identi-
fied as seasonal. Also, it.does not suggest that these are the only seasonal commodi-
ties. All but four of the 35 subcommodities had at least some element of seasonality.
Some of .these are relatively unimportant when viewed as part of the nationwide rail
traffic statistics but are quite significant within a region. One example of this is
petroleum products, only 17-percent seasonal by carloads nationally but 89 percent
seasonal in the New England region.
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3. Measures of the Severity of Demand Fluctuations. The severity of

- seasonal demand fluctuations varies widely among -the various commodities. To measure
this severity, seasonality multipliers were calculated for each quarter's data in each
market. The seasonality multiplier is defined as the volume for each quarter divided
by the average quarterly volume. For each commodity, a weighted average (by carloads
in each market) highest and lowest seasonallty multlpller was calculated. The differ-
ence between these two values for a given commodity is an indicator of the extent of
the difference between peak and off-peak volumes. The results of this analysis are
presented in Table IV-3. ’

- Table IV-3

Seventeen Most Seasonal Subcommodities Listed
in Order of Severity of Demand Fluctuations

Average Average : " Total

Highest Lowest Seasonal
. Seasonality Seasonality o , Carloads
Commodity -Multiplier Multiplier Difference in Sample
Other field crops 2.28 0.21 - 2.07 2,342
Poultry , 2.18 . 0.18 ) 2.00 4y
Soybeans 1.91 0.45 To1.46 894 -
Wheat : 1.78 .0.55 1.23 4,116,
“Copper ore .y 0.28 1.16 883
A1l other grain 1.66 0.52 B PO P 1,426
Livestock ' 1.66 ~0.67 ‘ - 0.99 89
Fresh fruits = = - "1.49 0.52 . 0.97. 233
Corn - - 1.50 - - 0.60 0.90. 2,855
Fresh vegetables - 1.49 0.63 , 0.86 569"
Sand and gravel - 1.41 0.60 0. 81 1,626
Potash and phosphate : ‘ '

* rock 1.41 0.65 ' 0.76 : 196
Iron ore ’ 1.36 0.66 0.70. 11,210 -
Crushed stone ‘ 1.37 0.70 0.67 2,343
Other ore 1.28 0.70 "0.58 672"
Assembled motor , o

‘vehicles " 1.19 0.77 - 0.42 ] 1,702
Agricultural ’ o o
chemicals - 1.26 0.86 " 0.40 1,160

Source Edited 1975 One Percent Waybill Sample.

Wlth the exception of llvestock and poultry, where the volume is very low, it can
be assumed that the nearer the top of the list a commodity is, the greater the incen-
tive to adopt peak and seasonal pricing. Naturally, there are other factors which will
impact the adoption of seasonal pricing, and they will be treated in the discussion. on
implementation. None the less when peak volumes are from 5 to 10 times the off-peak
volume as indicated. in Table IV-3, the carriers have good reason to attempt peak or
seasonal rates. 'As before, the data in Table IV-3 are confined to the most highly
seasonal commodities. Some of the other commodities have substantial spreads between
highest and lowest seasonality multiplier values dlso. Commodities with the lowest
spread amounts still experience substantial volumé fluctuations and may present the
carriers with an- 1nducement to attempt peak or seasonal prlolng. )

4, Other Results of the Seasonality Analysis. Generally, the larger the
volume of traffic of a particular commodity on one carrier, the less severe the peak-
ing. This is to be expected, as the larger volume tends to ‘be drawn from a larger
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geographical area and from a greater number of shippers. This is significant, however,
because of the problems which could arise when a small rdailroad and a large. railroad

. both serve the same region. The smaller road would tend to have greater incentive to
adopt seasonal or peak pricing than the larger one.. This would also tend to be true
when both roads are the same size, but the different geographic coverage of the two

roads gives one a higher volume of- trafflc of the commodlty in a particular region than
the other.

Most railroads have little or no seasonality in the total volume of cars loaded.
'~ The exceptions to this are the roads which primarily haul one commodity, (e.g., the
ore haulers in Minnesota, Wisconsin,.and Michigan). Similarly, most railroads experi-
ence very little peaking or seasonality in traffic received in interchange.

Some observers of the railroad industry have argued that if an improved car
distribution scheme could be developed, problems with seasonal or periodic demand peaks
would be eliminated. This ‘analysis shows this contention to be only partially true.
Measures of variability of demand for all commodities are lower when traffic statistics
are summed over all railroads. However, seasonal commodities still display seasonality
at this higher level of aggregation.. This is especially true of farm products other
than grain. and metallic ores, and it-is true to a lesser extent of grain, crushed
stone, and motor vehicles. It can be concluded, then, that a more efficient car dis-
trlbutlon scheme, which would make surplus cars available anywhere in the country they
might be needed, would help, but not necessarily eliminate the problem of periodic de-
mand peaks and the consequent strain on car supply.

MARKET RESPONSES TO SEASONAL AND PEAK PRICING

Traditional methods of predicting buyer behavior in the face of price.changes
were found to be of limited value in estimating market responses. to peak and seasonal
pricing. Moreover, the economic theory of peak load pricing could not be relied upon
to provide specific values for peak and off-peak rates in real world.applications be-
cause of the lack of information regarding several key variables. Some general con-
clusions could be drawn from elasticity analysis; however, this approach was.not use-
ful for detailed estimates. Consequently an indirect strategy was adopted.to develop
a combination of qualitative and quantitative bases for estimating probable shipper
and competitive responses to- peak load pricing -for each major seasonal and- peak
commodity.

(a) Elasticity Analysis

In analyzing demand elasticities for various seasonal commodities, it was found
that overall transport demand was fairly insensitive to changes in total costs of
transport- by all modes. However, the demand for rail services is much more sensitive
to price changes when the alternative of shifting to another mode is available to the .
shippers. Using these aggregate elasticity estimates (derived from other studies) it
may be concluded that even if railroad peak load pricing results in substantial in-
creases in total transportation costs--this may be unlikely in view of traffic diver-
sions--thé impact on the flow of goods and the volume of demand for the commodities
affected will probably be negligible for the Nation as a whole. This is not to say,

. of course, that regional or local impacts may not be severe. On balance, however, the
~net of all the regional or local impacts are expected to yield a minimal overall
change in total demand levels. ' o

In addition, the.comparatively higher rail transport demand elasticities lead to
a second equally important conclusion. Intermodal competition may be a significant
‘factor in many seasonal commodity markets when these markets are viewed at a rather
broadly aggregated level. In many cases, this competition is expected to provide a
restraint of potential abuses of peak and seasonal pricing by the railroad industry.
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(b) Market Response Analysis for Selected Commodities

When specific commodity markets are considered for peak or seasonal pricing,
methods other than elasticity ana1y51s must be relied upon.. The most useful of these
was a cost-of-storage analysis. - In this analy31s, the amount of commodity storage re-
quired to limit the weekly demand peaks to various ceiling levels was estimated. With
information on storage costs for various commodities it was possible to calculate the
approx1mate differential between peak and off-peak rates which would be required to
inducé shippers to store the necessary quantity of their products to achieve a given
amount of demand leveling. This cost-of-storage analysis was combined with other
measures to arrive at the estimates of market responses which follow.

1. Grain. Table IV-4 shows the key profitability measures for each of the
individual grain subcommodities as a guide to whether graln peak prices would be
raised or off-peak prlces reduced. -

Table TV-4

Grain Traffic Profitability Measures

Percent Percent of Percent of
Average of Tons Tons Over Total
_ Revenue/Cost “Below - 150 Percent Grain
Commodity_ - Ratio - Cost  Variable Cost - Tonnage
Soybeans : 1136 31 29 9.6
Corn 1.039 - 27 30.7
Wheat 1.644 13 15 by.3
Other grain = 1.486 ) 12 b9 - S _15.4 -
100.0° ..

Table IV-U4 indicates that soybeans and corn have rather low revenue to cost ratios.
Assuming that the costs developed for this study are generally representatlve of these
commodities, it appears that railroads would tend toward raising the peak rates rather
than lowering the off-peak rates. It-must, however, be emphasized that this perception
is based on standard Form A cost calculatlons which are not attuned to the economics of
specific 01rcumstances. As such, the costs may be somewhat overstated.

Wheat constitutes a special case. The overall revenue to cost ratio appears
healthy. Accordlng to Table IV-U4, 75 percent of the traffic earns 150 percent of vari-
able cost or more. However, these figures may be deceptive. The transit system by
which processing or storage of grain in transit is encouraged works in such a way that
initial inbound movements of unprocessed wheat move at relatively high rates while the
rates on outbound movement after storage or processing are effectively lower, with the
revenue on the entire movement being equal to the through rate. In the costing of the
Waybill Sample it was not possible to identify which outbound movements were associated
with which inbound ones. Outbound movements were thus excluded from the edited sample.
Consequently we find a very high revenue to cost ratio in the case of grains where
transit is widely used. However, the actual profitability.of this traffic cannot be
obtained from the costed One Percent Waybill Sample. The ratio of revenue to cost may
be more representative of actual costs in the Eastern and Southern regions, where the
use of transit has been effectively substantially reduced. - In these areas revenue to
cost ratios for wheat are bélow 1.15.” Given the existence of transit and the seemingly
high profitability for wheat movements, the railroads would probably feel political
pressures if they attempted to raise peak period grain rates. Still, our cost data
suggest that here too, higher peak period rates may be justifiable. Information from
participating railroads supports this assertion.
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Assuming that the railroads will seek to raise peak period grain rates, the next
step is to evaluate the intramodal competitive factors. Table IV-5 shows the percent-
age of the tonnage where a carrier originates 70 percent or more of the traffic. This
. 70 percent test was intended as a rough indicator of the percent of traffic where a
31ng1e railroad might be able to implement peak or seasonal rates 1ndependently. (1t
is not related to the market dominarice findings of this study.)

Table IV—S'.
Percent of Traffic Susceptible

to Independent Ratemaking
(Percent of Tonnage)

Traffic. , Traffic
Below " Over 150 Percent . Total
Commodity Cost of Variable Cost Traffic
Soybeans 10 - -2 23
Corn 16 2 . .22
Wheat 2 - ST 10 : 14
Other grain 1 19 23

Based on the percentages for the total traffiec, over three-fourths of the total rail
traffic moves in geographic markets where two or more railroads compete for the busi-
ness. Under such conditions the individual carrier which applies a peak load price
independently faces the possibility of losing most or all:of its traffic during the
peak rather than just smoothing demand (insofar as the competing railroads have the
capacity to carry the additional traffic).

This condition would be aggravated by the second competitive factor, intermodal
competition. -As one participating railroad pointed out, the unregulated motor carriers
have an impact on rail ratemaking totally disproportionate to the size of their fleet
or the volume of business they haul. The reason for this is that the independent
truckers, free offggographical limits, have the flexibility to move anywhere that high
rates make it profitable to do so. Several rail carriers have argued. that the actions
of a.single g@if?oad in 1ndependently implementing a peak load rate would be an open
invitation fér the independent truckers to take whatever business had not already been
diverted to other railroads. Only by joint action of several railroads covering a
fairly large geographic area can this: kind of competitive response be weakened; for
the larger the area the more heavily will truck capacity be taxed. To the extent that
independent truckers cannot handle the entire volume, they will adjust their rates to
parallel rail rates as is now the practice during the periods of heaviest traffic. In
areas served by water transport the unregulated water carriers could be expected to
adjust their rates on new contracts to capture as large a market share as possible.
Again, only when barge companies are operating at ‘capacity can it be assumed that com-~
petition will not be a factor in rail peak .load.pricing. .

In short, for peak load pricing to be successful (from the railroads' point of -
view) they must act in concert, implementing peak load pricing over a.large geographic
region--perhaps encompassing several States. Otherwise, competitive factors may force
an individual railroad to.withdraw the peak load rates.

'The cost of storage analysis provided the basis for estimating the required
differential between peak and off-peak rates. Two cost of storage figures were used,
providing a high and.a low estimate of the cost per month of storing one bushel of .
grain:.
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_High estimate - $0.0338/bushel/month¥*
Loﬁ estimate'; $O:0l53/bushel/mohth**

These costs réflect the full ownership costs of the storage facilities but do not in-
clude handling in and out. Handling costs were not included since most grain moves
through- storage facilities on its way to the processors irrespective of the length of
storage. Therefore, only storage facility capacity costs are involved.

Roughly speaking, the high cost estimate corresponds to the cost of storing grain
in smaller facilities, while the lower figure is more appropriate for larger installa-
tions.. These values must be considered as order of magnitude estimates, since actual
costs of storage vary widely from region to region-and facility to facility. In addi-
tion, the actual cost of storage is directly tied to the percent of utilization of
storage capacity, a factor which changes almost continually. -

. In-order to apply the storage cost data, it is assumed that in the absence of
other factors (such as grain price fluctuatlons and diversion to truck) the shipper
will decide to incur storage costs until no more can be saved in transportation costs.
In. other words, given that seasonality multiplier values are held to a maximum of 1.2,
the.total annual storage cost can be deduced. The-railroad theoretically could charge
a premium per ton of freight in the peak equal to the total storage cost divided by
the total number of tons of grain held until the off-peak. At this point,xif shippers.
hold more, grain they will incur storage costs higher than their savings.in transporta-
tion:costs. The reverse would be true if they held less grain untll the off-peak. .

" Table IV—6 shows the. ton—months .of storage (one ton stored fbr one month) and
maximum storage requlred for holdlng the, seasonallty multlpller values to seven alter-
natlve seasonallty levels. . : .

Table IV-6'.

Storage Requirements Ahalvsis
Grain for 1976

Max imum ' Maximum

Seasonality - - Storage . Storage

Multiplier Ton-Months Capacity Capacity
Ceiling . . Requ1red - _in Tons . » in Bushels
1.00 . o 116 770, 000. 15,252,0000 -+ - - 508,390,000
1.05 - . : I ~69 717,000 ‘ 10, 989 000 -~ 366,300,000
1.10 ~ , 41,370,000 8 , 344,000 278,130,000
1.15 - 26,835,000 : 6 525,000 217,490,000 -
1.20 19, 644, 000 o 5,649,000 188, 290, 000. ..
1.25 . 15,359,000 - g 4,925, 000 164,180,000 .
1.30 12,487,000 4,302, 000 143,410,000

Source: A. T. Kearney analy31s of 1975 and 1976.
AAR Weekly Carloading Statisties.

¥From a study by Baumel, et al., on grain storage costs in the Fort Dodge, Iowa, area
cited in "Bulk Commodlty Transportation in the Upper Mississippi Valley" prepared for .
the U.S.Army Corps of Engineers by the University of Minnesota.

¥¥Derived from the 1974-1975 estimate by the Economic Research Service of the U.S.
Department of Agriculture, average for all U.S. grain storage facilities.
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of particular importance in Table IV-6 is the difference in storage requirements
at different ceiling levels. Simply by allowing a 20 percent peak, storage capacity
requirements are only one-third of the requirement for complete leveling of demand.

For the purposes of this analysis, 1.20 is assumed to be the optimal ceiling for
the seasonallty multiplier. This value was the one used to screen out non-seasonal
traffic. It is used on the premise that péak load pricing should be designed to re-
duce rather than totally eliminate the peak. Total elimination would in most cases
requ1re peak rates so high as to make them politically unacceptable.

-The cost of this storage would range from $10 million to $22 million per year.
At the lower figure, a 16 percent rate premium at the peak would justify the storage,
at the higher figure, a-35 percent rate premium would be required. Based on the 1975
average rail rate of $9.81 per ton, this represents an average rail freight rate in-
crease of from $1.57 to $3.46 per ton during peak. .

The high estimate of freight rate  premium is the more plausible. The most severe
peaking problems in-grain-movements are between country elevators and on farm storage
on the one hand, and subterminal and terminal markets on the other. To even the flow,
storage must take place at the country elevators or on the farms. Because storage at
these points tends to be more expen31ve a relatlvely higher rate premium should be
required. :

Unfbrtunately, the storage cost analy31s Stlll does not prov1de a definitive
guide to shipper behavior in the grain market. The highest value per ton, $5.39 from
the cost-of-storage computation is only a $.16 per bushel freight rate premium ($5.39
divided by 33.3 bushels/ton = $.16 per bushel).- When this is compared with the $.65
spread between the high and low grain prices in a typical year,-it is clear that far-
mers' expectations of future grain prices will override storage cost considerations.

In years.when stable prices are expected, rail rate increases of the magnitude indi-
cated above will probably cause some smoothing of demand. However, in years when sharp
increases or decreases in grain price are expected the graln will probably move almost
without regard to rail freight rates...

" In addition, this analysis assumes no diversion to truck transport. Since
variable grain prices may be expected for the foreseeable future, and some diversion is
almost certain to take place, great care must be taken in applylng the results. of the
cost of storage analysis to 1nd1v1dua1 situations.

2. Farm Products Other Than Grain. Farm products other than grain is the
51ngle most seasonal commodity grouping. Here, the swings in rail demand are not only
a function-of the harvest time, but also a function of truck capacity. Consequently,
on many railroads, the off-peak volume is extremely low. Becuase of the high-seasonal-
ity, low profitability, and intense truck competition, some railroads have indicated
a desire to get out of this market as soon as possible. Other railroad participants
indicated that. they hoped to retain and expand this. traffic but recognlzed that sophis-
ticated marketlng strategies would be required to accompllsh this.

Certalnly intermodal competltlon is the biggest fEOtor limiting railroad
opportunities for peak load pricing in this traffic. The ubiquitous availability of -
low cost service from exempt truckers virtually guarantees a strong reduction in rail
demand if rates are raised. This is particularly true of noncompensatory traffic if
rates are raised enough to make this traffic compensatory at the variable cost level.
In this regard it must be recognized that for many carriers the equipment utilization
in this area may be below the average used in the cost computation by which the reve-
nue :to cost ratios were determlned 1ndlcat1ng that the calculated revenue/cost ratlos
may have. an upward bias. :
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3. Metallic Ore. Iron ore movements constitute 88 percent of the tonnage
of metallic ores. The transportation patterns established for iron ore-in the early
part of this century are still in use today. A substantial degree of seasonality is
built into these flows. The majority of this traffic (around 80 percent) originates-
in the Missabe Range of Minnesota and moves by rail to one of several ports on Lake
Superior. Bulk ore freighters carry the ore through the Great Lakes waterway to steel
mills located at water's edge in the Midwest or to water-rail transfer for shipment to
Eastern mills. The winter freeze of Lake Superior, which 1nterrupts shipping, causes
the seasonal flow on the railroads.

The question of market response to peak load pricing of ore is complex because a
sizable percentage of the total volume (approximately 50 percent) moves, at least in
part, via carriers owned by the steel companies whose mills they serve. While these
carriers probably could implement peak load pricing, it is doubtful that they would.

If they do not, independent roads are unlikely to do so. Thus, intramodal competition”
is the main competltlve factor to be considered since, in the case of Missabe ores,
truck transport of ore or pellets is uneconomical. It should be pointed out, however,
that in other regions (where ore traffic is not seasonal) truck and barge carriers are
effectively competing for this traffic.

Nevertheless, a cost of storage analysis has been performed to estlmate the peak
load prlce premium fbr iron ore for two reasons:

(1) Ore rates»are very low. They are profitable, most likely, for the ore
carriers such as the Duluth, Missabe and Iron Range Ry. Co., which are extremely effi-
cient. Their traffi¢ consists of solid trains' moving point-to-point. ~However, other
carriers, which must integrate ore moves into other operations, may find the present
low rates less attractive. They would have an inducement to try peak load pricing to
raise revenue levels. - ’ S

(2) Mining and steelmaking operations are essentially year round activities.
Consequently, material is stored at both ends of the distribution channel. For example,
it is estimated that in excess of 20 million tons of ore are in storage at the mines by
the opening of the shipping season on the Great Lakes. If peak load prices weré im-
posed by the railroads, this would shift the storage point to the lake port locatlons o
and encourage a more even flow of rail traffic. '

The cost of storage analysis indicates that to accomplish a peak reductlon
to a 1.20 seasonality multiplier, approximately 52 million tons would'require storage.
This would involve 62 -million ton-months of storage and 11 million tons of storage
capacity.. Note again that multiple peaks caused by irregularities in the ore demand
by the mills causes the requlred storage capa01ty to be much lower than the total tons
stored. -

Assuming that the costs of storing iron ore are below $0.30 per ton—mbnth, a peak
period premium of 10 percent to 20 percent or less would be adequate to shift the stor-
age location and bring about a smoothing of rail demand. The fact that a relatively
small percentage increase is necessary to smooth demand is reasonable in view of the
very low value per ton of the commodity and the relatlvely high ratio of rall rate to
commodity value, on the order of 13 percent.

For iron ore, then, in the absence of competitive pressuré from carriers captive
to the steel companies, peak load pricing appears feasible. The market response should
be fairly predictable, and a smoothing of demand would possibly result. On the other
hand, the larger size of the major ore shippers and their ownership of rail carriers
1nvolved in this traffic suggest that successful implementation would require shipper’
agreement which could only be achieved by lengthy negotiations.
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"4, Crushed Stone, Sand, and Gravel. In the northern half. of the United
States where winter weather makes construction activity seasonal, a parallel season-
ality is’' found in rail movéments of crushed stone, sand, and gravel. This reflects .
the fact that 85 percent or more of this commodlty is used in c¢onstruction work.

As with other low valued bulk materials,tfreight rates on the seasonal traffic of
these commodities are low, and revenue/cost ratios appear to be correspondingly low. .
While major shipper organlzatlons have argued that these rates are compensatory, the |
railroads participating in this study did not agree.

Intermodal competition may also.be significant. The majority of railroad
movements of these commodities are under 120 miles in length - generally considered a
highly truck competitive distance. Most crushed stone, sand, and gravel travels even
shorter distances because of its widespread availability and low value. Unregulated
motor carriers and private fleets enjoy the lion's share of this very short-haul traf-
fic. . These factors indicate that the market for these commodities may be highly prlce
sens1t1ve. . . .

A storage cost analysis was performed for crushed stone, sand, and gravel,
considering only movements on carriers where these commodities are seasonal. To,
achieve a seasonality multiplier ceiling of 1.20, approximately 3.5 million ton~months
of storage and 1.3 million tons of storage capa01ty would be required. With the very
low cost of the outdoor storage normally utilized for these commodities, a peak period
premium of 10 percent would probably be adequate to induce a smoothing of demand either
by storage, by diversion to other modes, or by choosing alternate product sources.

5. Motor Vehicles. Among manufactured products only assembled motor
vehicles display a significant seasonality. This is caused by the model:year cycle in
the consumer market for automobiles. The flow of finished autos is characterized more
by slumps than by peaks, the major slump coinciding with the model changeover period.

" All. the factors examined for the rail movements of automotive products suggest .
that little change in the demand pattern for.assembled motor vehicles will -be effected- -
by freight nate changes. On the one hand, the.railroads' revenue/cost relationship .
. appears very favorable. The data suggest that.for seasonal -automobile markets the . .
average revenue/cost ratio is nearly 1.9, and while this may be overstated, both the
railroads and the auto producers agree that the traffic is very prqfitable. In this
context, an off-peak rate reduction is all that could be justified. The purpose.of ~
such a reduction would be to attract off-peak business, and if railroad competitors
countered with similar off-peak rates to maintain market. share (as they probably would),
the opportunity for obtaining more off-peak traffic would be limited. Moreover, auto-
motive manufacturer resistance to peak 1cad pricing would probably dlscourage experi- . .
ments in this area.

IMPLEMENTATION.OF PEAK AND'SEASONAL PRiCING

Whlle there are. potential opportunltles fbr apply1ng peak and seasonal pricing in
several key rail markets, actual implémentation may be qu1te llmlted due to. numerous
practical problems hindering this application. !

(a) Ratemaking Strategy Considerations -

The actual development of a peak.or seasonal ratemaking strategy requlres‘
consideration of many factors. No one strategy will be sulted to every commodlty or
every region.. I . .

1. Market Definition Problems. The extent of a market's Seasonality is
partially a function of commodity definition. For example, wheat is more severely
seasonal than all grain taken together. In addition, the geographic area covered in
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a rate affects the degree of seasonality. Not all geographic regions experience de-
mand peaks at the same time. This is especially true of agricultural commodities.
Specific matching of rates to demand conditions suggests narrowly defined geographic
limits for seasonal and peak rates; however, the narrower the geographic limits the
more likely is possible charges of rate discrimination and rail market dominance.

2. Problems with Timing. The method to be used for determining the time of
changeover from off-peak to peak rates and vice versa is the subject of much discus-
sion. On the one hand, shippers prefer a highly predictable time of changeover so as
to have a maximum time for planning a response. On the other hand, the railroads pre-
fer the maximum flexibility to allow .rapid response to unanticipated demand variations
and to permit more effective price competition against the unregulated motor carriers.
There are numerous proposals for timing approaches - each with.its drawbacks. .

The simplest method is to use a fixed date. In this approach a specific date
would be given in the tariff for the shift from peak to off-peak pricing and vice ver-
sa. This least flexible strategy has the least chance for success in the agricultural
markets where the time of harvest varies from year to year and in markets where .sea-
sonality is influenced by weather conditions or commodity price fluctuations.

An improved version of the fixed date method is the multiple level, fixed date
approach.. It recognizes that for some commodities, grain and construction aggregates
as examples, demand tapers upward to a peak and then slides downward. One or more in-
termediate rate levels applied during the period of rising or falling demand more near-
ly fit the rate to the market conditions. Both versions of the fixed peak rate are-
preferable to the shipper in the sense that this is the most predictable form of peak
load pricing. Plans for storage or diversion to alternate modes can be made long in
advance. :

" A more flexible approach is one where the peak load price is applied and removed
based on somé indicator of demand (or trigger) for rail services. There is no perfect
trigger. Of the possible triggers, one that is mentioned frequently is based on cars
ordered by shippers within some defined geographic region. Such an approach would tend
to discourage the’ practice of inflating car orders at times of car shortages. More-
over, this is one trigger mechanism that is not in the direct control of the railroads
and therefore not subject to charges of railroad manipulation.

Finally, one representative of a large shipper said in an 1nterv1ew during this .
study that if the railroads developed their market research techniques, they could use
the 30-day standard notice filing approach and initiate new peak and seasonal rates
whenever anticipated demand warranted. In contrast, the railroads argue that 5 days'
notice is necessary for an effective peak load pricing strategy. In practice, the
Commission has shown willingness to allow as little as 10 days' notice when proper .
justification is provided for the special treatment. Whether the period is to be 30
days, 10 days, or 5 days, none of the railroad participants in this study, with one
exception, had given any thought to the real problems of internal communications and
notification inherent in the short notice rate change approach. Nore gave any indica-
tion that they had the staff of marketing people dedicated to monitoring demand condi-
tions in their key markets which would enable them to make the rapid decisions neces-
sary to implement a 5-day notice, or even a 30-day notice, system.

3. Other Strategy Con51derat10ns. If the car supply is the capacity factor
Justifying peak load pricing, it can be argued that a flat dollar amount surcharge per
car loaded during the peak is preferable to a percentage premium. If a flat percentage
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were applied to the basic rate, long-haul shippers would experience a higher peak per-
iod premium per ton of cargo and would have a relatively higher incentive to store
their cargo. A flat .dollar amount surcharge would elimingte this imbalance.

Another significant consideration is the poséible use of "incentive" rates. This
approach to ratemaking presents both opportunities and pitfalls in the area of peak
load pricing.

Various allowable forms of "incentive" rates, such as unit trains and annual
volume rates, have already had substantial impact in smoothing the flow of goods by
rail. Widespread application of this type of rate can be expected and will have a
greater impact on demand peaks than peak and seasonal rates under section 202 will in
the near term.

-Finally, the incentive rate forms now in effect must be recognized during the
implementation of any more conventional peak load pricing strategy. Economists would
argue that all shippers, during thé seasonal peak, contribute to the peak and should
be charged accordingly. To counter this, shippers who use unit trains and other uni-
form flow arrangements with the railroads argue that their cooperation helps smooth
the flow. Therefore, they claim, they ought not to be charged a premium for these ser-
vices during the peak.

"If unit train movements and similar uniform flow arrangements were exempted from
the peak period price, substantial tonnage would be affected, especially in the case
of grain. This is also true where shippers use their own cars. A peak load price pre-
dicated on the railroads' car fleet capacity could hardly be justified on traffic mov-
ing in shipper-owned cars. In the market dominance section it is shown that over 27
percent of corn and sorghum grains move in private cars. The exclusion of these move-
ments from the total seasonal traffic estimates would reduce those estimates by approx-
imately 3 percent. If all private car and unit train or other "incentive" rates were
excluded from estimates of peak and seasonal rates, the reduction may be significant.

(b) Potential Impacts of Seasonal and Peak Load Pricing

1. Rail Equipment Impacts.* To illustrate the equipment impacts of peak and
seasonal rates on speclfic types of cars, covered grain hoppers were taken as an exam-
ple. To simplify the analysis, it was assumed that each railroad maintains a rail car
fleet of covered hoppers based on the peak traffic during the four highest volume con-
secutive weeks. Accordingly, a relationship between this peak traffic volume during
1976 and the covered hopper fleet size was developed. Using this relationship, the
calculations indicate that if peak load pricing could maintain a ceiling on the peak
of 1.2 times the average weekly volume, the car fleet could be as much as 35 percent
smaller than at present.

Since investment in the existing fleet is essentially a sunk cost, the real
benefit would come in terms of future expansion. A U.S. Department of Agriculture es-
timate of future U.S. grain production calls for a 24 percent increase in grain output
by 1985. With unchanged car utilization and no peak period smoothing, this increase
in.demand would require an expansion of the covered hopper fleet by roughly 37,000 cars.

¥The analysis of seasonality performéd for this study was oriented toward commodities.
Although. the data obtained may give an indication of the impact of seasonality on
equipment, several factors interfere with a direct extrapolation. First, the aggre-
gation of commodities traveling in the same type of equipment may eliminate the sea-
sonality shown by the separate commodities. Also, some seasonal commodities may be
transported in a variety of car types. Thus although the commodities are highly sea-
sonal, the equipment use may be much less. A more rigorous analysis could not be un-
dertaken in this study due to time constraints.
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By comparison, under an effective program of peak load pricing, none of this increase
would be required. In fact, assuming best casé conditions, during the next 10 years
nearly 20,000 cars could be retired as they become unserviceable or the use of grain
boxecars could be substantially eliminated. With new covered grain hoppers costing near-
1y $35,000 at 1977 prices, a successful peak load pricing strategy could potentially
save the railroads as much as $1 billion in capital expenditures between now and 1985.
The key assumption in this analysis is that grain prices will be stable so as to allow
a successful peak period pricing scheme.

It should be remembered that these projections are "best case" estimates. They
assume that a 1.2 ceiling seasonality multiplier can be achieved through peak load
pricing, that all railroads would participate, and that the estimated relationship be-
tween peak volume and fleet size is valid. Each of these is problematic. In particu-
lar it is not clear that peak load pricing will actually smooth the demand. What can
be asserted is that modest and.relatively practicable smoothing of traffic volume could
produce a substantial reduction in railroad capital requirements. Given the railroads'
perennial capital shortage, peak load pricing could be of great interest to- the car-
riers if effective strategies were developed to smooth demand. As car prlces contlnue
to rise, the incentive will become even stronger to apply peak load pricing. ’

2. Financial Impacts on Shippers and Carriers. By means of storage cost
analysis, it was determined that the peak period differential for grain, construction
aggregates, and ore could on average be around 35 percent, 10 percent, and 10 percent
respectively, to limit demand peaks to 1.2 times the average volume. These percentages
do not indicate the total change in transportation costs to shippers if such peak per-
iod differentials were put into effect. The actual total percentage change is smaller
than the peak period differential because only a fraction of total traffic would move
during the peak given a 1.2 seasonality multiplier ceiling. ' To arrive at estimates of
revenue change, ‘it was assumed that railroads would prefer peak period rate increases
so as to raise total revenue. Table IV-T indicates the actual impact on total trans-
portation costs of the three feasible percentage premiums.

Table IV-T7

Financial Impacts of Peak Load
Pricing for Three Commodities

Peak Period Peak Period

Peak Traffic Traffic Total-
Period -as Percent of as Percent of - Percent. .
‘ Rate Total Before Total After Increase in
Commodity Increase Smoothing - Smoothing - Rail Revenue.
Grain 35% 24.6% 19.0% 6.7%
Metallic ore 10 52.4 40.3 4.3
- Construction = ' :
aggregates 10 : 23.6 19.4 . : 1.9 .

The right hand column indicates the percentage increase in total rail revenues and
costs to shippers of each commodity if the shippers were to smooth their demand as
projected. If no smoothing took place, the three percentage figures would be 8.6, 5.2
and 2.4 percent respectlvely.

From the data in Table IV-7, estimates of the potent1al dollar amount of increased
revenue for each commodity were derived. These estimates are shown in Table Iv-8.
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Table IV-8

‘Potential Rail Revenue Increases for Peak
Load Pricing of Three Commodities

Estimated
. Revenue
Commodity Increase

Grain . o . $-83 milljon
Metallic ore - - 22 million
Construction aggregates 2 million

A .. Total , ~ $107 million

The estimated revenue increases shown in Table IV-8 would total over $135 million if
smoothing did not occur. Of course, these-estimates, like those relating to equipment
savings, are predicated on an assumption of no traffic diversion--a problematic
assumption.

3. Impacts on Competitive Modes. Work on the cross-elasticity of rail -and
truck demand would suggest that for agricultural commodities, when rail and truck rates
move up by the same percentage, the truckers gain in market share. This is attribut-
able to differences in serv1ce quality. e

Generally speaking, if the rallroads 1mplement ‘peak load prlclng on a widespread
ba51s, the trucking industry will only raise its rates by a corresponding amount if it
is already operating at capacity. It can then be concluded that in the agrlcultural
commodity area, railroad peak load pricing will contribute to the continuing erosion
of rail market share. The only way for the railroads to avoid this erosion would be
to provide higher quality service.

Other major seasonal commodities are less ‘truck competitive and the 1mpacts on
the trucking industry will be correspondlngly lower. -

(e) Institutional- Constralnts

If peak and seasonal rates can be implemented successfully by the railroads, the
carriers might possibly be benefited in terms of increased revenue and reduced car
supply capacity requirements. Unfortunately, serious institutional and procedural
obstacles could effectively limit implementation of peak load pricing to a few iso-
lated experiments.

1. Constraints Found Within Rail Industry. In the section on market .
response to peak and seasonal pricing it was pointed out that in most instances the
cooperation of two or more railroads would be required for successful implementation.
Ordinarily this would pose no problems, for the railroads are accustomed to joint rate-
making activity. In the case of peak and seasonal rates, however, this action w1ll be
more difficult to. arrange fbr two basic reasons:

(1) The industry is not of one
mind with regard to peak and
. seasonal rates.

(2) Railroads differ widely in the
impacts they suffer from peak
and seasonal demand patterns
and in the ability to accept
the risks associated with inno-
vative ratemaking.
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5. Motor Vehicles. Among manufactured products, only assembled motor -
vehicles display a significant seasonality. This is caused by the model year cycle in
the consumer market for automobiles. The flow of finished autos is characterized more
by slumps than by peaks, the major slump coinciding with the model changeover period.

Al]l the factors examined for the rail movements of automotive products
suggest that little change in the demand pattern for assembled motor vehicles will be
effected by freight rate changes. On the one hand, the railroads' revenue/cost rela-
tionship appears very favorable. The data suggest that for seasonal automobile markets
the average revenue/cost ratio is.nearly 1.9, and while this may be overstated, both
the railroads and the auto producers agree that the traffic is very profitable. In
this context, an off-peak rate reduction ‘is-all that:could be justified.- The purpose
of such a reduction would be to attract off-peak business, and if railroad competitors
countered with similar off-peak.rates to maintain market share (as they probably would),
the opportunity for obtaining more off-peak traffic would be limited. Moreover, auto-
motive manufacturer resistance to peak load pricing would probably discourage experi-

"ments in this area. : : .

IMPLEMENTATION OF PEAK AND SEASONAL PRICING

While there are potential obportﬁnities fbr applying peak. and seasonal pricing in
several key rail markets, actual implementation may be quite limited due to numerous
practical problems hindering this application.. . :

(a) Ratemaking Strategy Con51derations

The actual development of a peak or seasonal ratemaking strategy requires
cons1deration of many factors. No one strategy will be suited to every cammodity or -
every region. : ‘ '

1. Market Definition Problems. The extyent of a market's seasonality is
partially a function of commodity definition. For example, wheat is more severely
seasonal than all grain taken together. In addition,.the geographic area covered in
a rate affects the degree of seasonality. Not all geographic regions experience de-  :
mand peaks at the same time. This is especially true of agricultural commodities.
Specific matching of rates to demand conditions suggests narrowly defined geographic
limits for seasonal and peak rates; however, the narrower  the geographic limits the
more likely is possible charges of rate discrimination and rail market dominance.

2. Problems with Timing. The method to be used for determining the time of
changeover from off-peak to peak rates and vice versa is the subject of much discus-
sion. On the one hand, shippers prefer a highly predictable time of changeover so as
to have a maximum time for planning a response. -On the other hand, the railroads pre-
fer the maximum flexibility to allow rapid response to unanticipated demand variations
and to permit more effective price competition against the unregulated motor carriers.
There are numerous proposals for timing approaches - each with its drawbacks. :
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In addition, the complexity of existing rail rate structures will inhibit peak
and seasonal pricing. For many of the seasonal commodities, €specially grain, current
tariffs are the result of 100 years of ratemaking experiments and adjustments. For
example; with:grain, rates may include in-transit processing, inspection, weighing,
diversion, and so on. How should these be handled when they are included in the tariff?
What should be done when these services are charged for separately? How should special
commodity rates, jointed rates, class rates, through rates; and blanket rates be treated?
Al]l of these and other questions must be resolved. before seasonal rates can be applied.

A further difficulty arises' from within rail carriers themselves. The rail
industry has been widely criticized in recent years for its lack of innovativeness in
marketing and technological development. Whatever the reasons for this, it constitutes
a real constraint in rail implementation of .peak load pricing. The pricing departments
of many roads appéar to have a strong attachment to tradition. Even marketing depart-
ments are often skeptical of radical new approaches to ratemaking. To compound the
problem, some- experiments in peak load prieing in the U.S. rail industry have had dis-
appointing results. Whatever the causes of the failures, there are few well document-
ed, successful examples which management can use to overcome resistance to change.

A final problem is encountered in the area of rate divisions.  When a rate is
raised during a peak period on a move involving several carriers, there will be addi-
tional revenue to be divided among them. At first glance it would be expected that
the division should be in the same proportion as.under conventional rates. However,
much of the justification for peak load pricing has been built on car supply capacity
problems at the peak. Although many feel this is not the only railroad capacity ele-
ment impacted by demand peaks, many railroads argue that it is. If this is so, then
the entire increase in revenue during the peak should go to the carrier supplying the
car - in most. cases the originating carrier. On the other hand, the carriers handling
the movement will experience a reduction in traffic and revenue if peak period demand
is smoother. Getting agreement on this subject and then implementing whatever agree-
ment results could prove to be a serious stumbling block to peak load prlclng.

o 2 ReQUlrements Imposed by Ex Parte No. 324. If the procedural costs of
implementing peak load pricing exceed the expected benefits, the railroads will not
act. .These procedural costs may be measurable, in terms of cleriecal time or.computer
assisted costing work, or non-measurable, such -as the expenditure of management. time
and attention. In Ex Parte No. 324, the Commission established the specific procedures
for filing peak, seasonal, and reglonal rates w1th the ICC. Many carriers perceive
serious problems with these procedures. .

Section 1109.10(e)(6) of the new regulation indicates that one criterion for
approving a.peak or regional rate will be "the ability of the affected industry within
a specific area to react positively to the proposed demand-sensitive rate consistent
with statutory goals." Assuming that a positive reaction means that the shippers
could shift demand to the off-peak period, this could effectively block peak load -
pricing which is designed solely for. increasing revenues--although generating addi-
tional revenue is also specifically mentioned. as another criterion in Section 1109.10

(e) ().

If commodities which either cannot be stored or often would not be stored (for
example, grain because of price fluctuation) are removed from the total estimates of
peak and seasonal traffic, the overall percent of seasonal traffic will drop from a
range of 25-30 percent to a range of 16-21 percent of the total U.S. rail tonnage.
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~ An additional potential difficulty caused by the Ex Parte No. 324 order
relates to railroad justification statements submitted in support of péak, seasonal,:
and regional rates in the event of investigation. A suggested format for these justi=
fication statements is provided in Ex Parte No. 324. Some of the suggested supporting
cost data cannot be obtained with currently available railroad cost finding techniques.
These techniques are based on long run concepts and do not reflect the short run impact
of varying capacity utilization. Furthermore, Form A costs, the basis for current rail
costing, do not provide for an allocation of capacity costs. The establishment of
seasonal and regional rates depends heavily on the proper allocation of capa01ty costs.
The Commission recognized these difficulties and, in Ex Parte No. 324, gave the car-
riers the option of using other approaches to developing justification. However, the
carriers continue to express uncertainty over these requirements. Nevertheless, by
its very nature, the Commission requlres this type of information to efTéctlvely meet
its regulatory obligations.

(¢) Effect of Constraints

One year after passage of the 4-R Act, only a few railroads reported that they
were even considering peak lead pricing fbr certain commodities. - Clearly, railroad
enthusiasm for implementing the peak load pricing provision has been minimal. However,
if initial carrier experience proves successful, interest will certainly be created.

Given restrained railroad interest, the underlying economic conditions, and the
cost finding and forecasting requlrements, use of this provision during the next several
years will probably be limited. This will be true until a few railroads are successful
in peak load pricing. Since success may only be achieved after some years of experi-
mentation and trial, it may be some time before peak and seasonal pricing is a gener-
ally accepted and regularly used pricing technique in the rail industry. Nonetheless,
once the institutional and procedural barriers are cleared away, there appear to be
substantial benefits to be derived by the railroads from peak and seasonal ratemaking.
This pattern of experimentation and trial before widespread adoption of a ratemaking
strategy was also seen in the experience w1th unit train rates, which are now an ac-
cepted rail pricing technlque.

DETERMINATION OF REGIONAL MARKETS

As discussed previously, the unique character of regional rates and regional
demand dictated separate treatment for this aspect of demand based pricing. In this
section, the method of identifying regional markets and the volume of regional traffic
is presented together with the results of the analysis.

(a) Approach

The definition of "regional rate" adopted for purposes of. this study was "rates
designed to encourage a directionally balanced flow of equipment between two regions."
Since. this definition is essentially directed at the empty backhaul problem, it was
decided to confine the analysis strictly to relatively general purpose car types.
Seven car types were chosen for the regional rate study:

(1) Standard boxcars
"(2) Equipped boxcars

(3) Plain gondolas

(4) Open hoppers

(5) Covered hoppers

(6) Flatcars, not equipped - = -
(7) Refrigerator cars, mechanical -~ '™ ‘- - -¢-

The selection of regions for the analysis was crucial to achieving meaningful

results. The use of excessively large regions would result in identifying backhaul
opportunities which were impractical because of the length of the empty moves to reach’
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the available backhaul. Slmllarly, large regions would conceal potentially useful
backhaul opportunities contained entirely within one region. = Conversely, very small
region sizes would limit the consideration of much practicable backhaul traffic made
possible by short moves to adjacent regions.

. As a compromise between the various region designations used elsewhere in this
study, none of which was suitable for the regional analysis, 49 special regional zones
were identified for the U.S. These zones were aggregatlons of the 171 BEA Reglons in
the continental U.S. and subdivisions of the 25 rate group territories used in the Mar-
ket Dominance analysis. Exhibit 2l is a map showing the 49 regions.

In order to determine the extent of flow imbalances between pairs of zones, the
One Percent Waybill Sample was analyzed for 1975 to identify the most extreme cases of
flow imbalance. After reviewing these severe imbalances, it became apparent that many
were not easily correctable. Much of the severe imbalance traffic includes flows for
which any kind of suitable backhaul is probably nonexistent. A more productive ap-
proach appeared to be consideration of those imbalances where the differences between
the traffic in the two directions was fairly moderate.

Accordingl&, the following cbiteria were used to identify "correctable"
imbalances:

(1) The traffic in both directions totaled 50 carloads or more in the sample.
This would mean an actual volume of from 5,000 to 7,000 cars per year. ‘It was assumed
that lesser volumes would not warrant the effort to implement regional ratemaking.

(2) The movement in one dlrectlon was not more than three times the volume
in the. opposite direction.

-A total of 130 markets with "correctable" imbalances (a market being one
pair of zones and one car type) was identified by these criteria.  All car types in
the study except refrigerator cars were represented. For purposes of comparison, 70
markets with severe imbalances were selected for additional analysis also.

(b) Results of Regional Analysis

Table IV-9 indicates the amount of rail traffic found in the 70 markets w1th
severe 1mbalances. » o . ) ]

Table IV-9

Proportion of Total U.S. Rail Traffic
and Revenue Found in Severely Imbalanced Markets#¥

' 'Percentage-ef Total

" Measure . . - . U.S. Rail Traffic .
Tons ' - 16.0
Revenue . - 11.7
Cars v _ 4.0

¥Does not include markets with a "correctable" imbalance.

In contrast, the movements in "correctable" imbalance markets amount to a
substantially smaller share of total U.S. rail traffic, as shown in Table IV-10.
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Table IV-10

Overall Percentage of Total Rail Traffic
Defined as Regional by the "Correctable" Imbalance Approach

Tons for All

Rail Traffic
Percent by cars 11.3
Percent by tons 10.1
Percent by revenue 9.5

The values in Table IV-10 suggest that regional ratemaking is applicable to a rather
limited segment of total rail traffic. When allowance is made for excluding traffic
for various practlcal reasons relating to implementation difficulties and misidentifi-
cation inherent in the method of analysis, the actual traffic susceptible to regional
ratemaking becomes significantly smaller.

(e) Regrigerator Car Imbalances

Refrigerator car traffic was set aside for special treatment because it involves
imbalances which are almost always severe and because some special solutions have been
proposed for these imbalances. Specifically, some Western railroads have tried to di-
vert westbound general merchandise traffic from boxcars to the empty refrigerator cars
returning to California and other western agricultural producing regions.

To evaluate the practicability of this effort, all pairs of zones where
refrigerator car traffic was found were examined for excess loaded boxcar flow oppo-
site in direction from the empty refrigerator car flow. On the assumption that one
boxcar load equals one refrigerator carload, the number of empty refrigerator car move-
ments was compared to the corresponding boxcar traffic which could be dlverted without
aggravating the boxcar flow imbalances. v

It was fbund that less than 23 percent of all empty refrigerator car movements
could be matched with boxcar traffic. However, this is a deceptively high figure.
There is no assurance that backhaul traffic will actually be available at the period
of the year when most refrigerator car traffic moves. In actual practice, efforts to
. fill refrigerator car backhauls are likely to aggravate empty boxcar backhaul movements.
Moreover, the manufactured goods traffic which might be available is highly sensitive
to service quality considerations. Consequently, the efforts to fill empty refrigera-
tor backhauls are likely to yield very limited results for the carriers.

(d) TOFC Movements

Data limitations precluded an analysis of the regional imbalances in TOFC
movements. Nonetheless, TOFC is particularly susceptlble to regional ratemaking be-
cause of two factors:

(1) The presence of intermodal competition forces rates down toward the
level where adequate revenues can only be achieved if there are loaded movements in
each direction.

(2) There is a wide variety of commodities suitable for truck-rail movement,
providing a realistic opportunlty for attracting business from ‘competitors to fill
empty backhauls. -

Total ton miles generated by TOFC movements are a relatively small percentage of
total rail traffic, and inclusion of regional imbalance of TOFC traffic would not sig-
nificantly increase the percentages of regional traffic given above. However, as TOFC
becomes increasingly important in the future, regional imbalances of TOFC traffic could
become a significant proportion of the total.

- 89 -



IMPLEMENTATION OF REGIONAL PRICING

Regional pricing, aimed at balancing the movements of cars between two regions,
faces even more obstacles to implementation than peak and seasonal pricing. Since the
moderate or "correctable" imbalances are the markets where regional rates are most
likely to be effective, this discussion is confined to these "correctable" imbalances.

(a) Institutional and Practical Limitations

The institutional constraints to peak and seasonal pricing also limit regional
rate implementation. In summary these constraints include:

..(1) The necessity for intramodal cooperation.

(@) ~TheeeiiSting complexity of.the rate structure.
(3) Lack of innovativeness in many railroaa companies.
(4) Little or no good experience with sueeesstl'regional pricing.
(5): Potentiai'disagreemenf over proper distribution of divisions.

: (6) Railroad uncertalnty regardlng their ability to comply with ICC require-
ments for justification of these rates in the event of investigation.

Of these, intramodal cooperatlon poses the greatest problem for implementing
regional . rates.- When a single carrier is involved in a movement, implementation of |
régional rates-is relatively simple compared to markets where at least two carriers
. handle the movement. Where two or more carriers are involved, one road should raise-

. and the other lower its rates, and a problem of revenue dlstrlbutlon arises. Conse-
quently, when two or more carriers are involved, regional ratemaking becomes a practi-
cal impossibility without unprecedented carrier cooperation. If traffic involving
more than one carrier is eliminated from total "correctable" Imbalance volume, less
than, 5 percent oft U S..rail traffic would permlt feasible reglonal ratemaklng.

(b) P0831ble Prlclng Strategles

The rallroads have the optlon of ralslng the rates on traffic in the dlrectlon of
greater flow or lowering them in the direction of lesser flow or both. Since traffic
in ‘these markets involves many truck competitive manufactured commodities, the rail-
roads face intermodal competition and a "kinked" demand curve. The concept of a
"kinked" demand curve suggests that when the railroads raise their rates, the compet-
ing modes will not match the full increases. Thus, these small rate increases will
divert substantial traffic.  Conversely, when rates are lowered, other modes will tend
to retaliate with. lower. rates to maintain their market share. In this case, even large
rate reductions will produce negligible increases in total volume. It should be noted
that this phenomenon is different from that encountered when railroads impose a rate
increase over a large geographic area on agricultural products. In the latter case,
if motor carriers are operatlng ‘at capacity they will tend to raise rates parallel to
the rall increase. .

. (e) Implications and,Impacts

The limited ability of pricing adjustments to stimulate new transport demand is
a major inhibition to 1mplementat10n of regional rates. There are relatively few mar-
kets where regional pricing is likely to be effective. However, the need for increased
rail revenue and improved equlpment utlllzatlon would’ suggest that limited experiments
-may be worthwhile.
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CARRIER ‘CHARACTERISTICS
The problems created bywseasonal_peaks and regional imbalances do not impact 511
railroads equally. The impacts vary depending on the geographic area, the size of the

carrier, and the principal commodltles carried. These variations among carriers are
discussed below. : . :

(a) Seasonal and Peak Traffic

The percent seasonallty for each of the five largest carriers (over 1,500,000
carloads originated) is given in Table IV-11.

. Table IV-11

Percent of Seasonal Traffic
for Very Large Carriers

‘Total Number , .
of Carloads ‘Percent
Railroad Originated in 1976 . Seasonal

Burlington Northern 1,903,834 : 23
Seaboard Coastline . 1,563,730 : R VE
Penn Central - 3,025,270 16
Norfolk and Western ° 1,505,430 11
Southern 1,577,833 T

. 9,576,097

The regional differences are clear in the table. The Burlington. Northern, which
operates in the West and Midwest, has considerably more seasonal traffic than carriers
in the East and South. However, even the Burlington Northern, which moves large quan-
tities of grain, ore, and construction aggregates, would have less than 25.percent of
its traffic considered seasonal using the measures in this study, much lower than most
of its smaller Western and Midwestern competitors. This low percent seasonal is attri-.
butable to the Burlington Northern's size and geographic spread.

Carriers with volumes between 500 000 and 1,500, 000 in 1976 are listed in .Table
Iv-12.

Table IV-12
Percent of Seasonal Traffic

for Other Major Carriers
(500,000 to 1,500,000 carloads)

Total Number .
. , of Carloads . Percent
Railroad Originated in 1976 Seasonal
Chicago and North Western 734,5U6 52
Milwaukee Road : o . osew.8v7 . . . - 45
Union Pacific L 991,612 0y
Missouri Pacific 1, 044 oy . 38
Santa Fe 936 210 " 25
. Baltimore and COhio . . .853,957 ; 15
Illinois Central Gulf 1,061,939 o ' 13
Southern Pacific - o 1,373,179 12
Chesapeake. and Chio . , 1,053,529 . : 10,
Louisville and Nashville . .. 1,811,620 . 8
10,045,423
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The five most seasonal carriers listed in Table IV-12 all participate in the .
Midwestern grain harvest. Their high percentages reflect the high percent of seasonal
traffic in the Midwest as a whole, over<40 percent. In addition, the Union Pacifie
originates a substantial tonnage of highly seasonal traffic in nonmetallic minerals.

In the case of carriers originating between 100,000 and 500,000 carloads ﬁer year,
somewhat different considerations determine seasonallty. Table IV-13 lists these car-
riers and the percent seasonal of each.

Table IV-13

Percent of Seasonal Trafficb
for Medium-Sized Carriers
(100,000 to 500,000 carloads)

Total Number
of Carloads Percent
Railroad Originated in 1976 Seasonal
Bessemer and lake Erie : 277,276 100
Duluth, Missabe and Iron Range 467,527 . 100
Lake Superior and Ishpeming ' 169, 022 ' . 100
Detroit, Toledo and Ironton ‘ 116, 777 v 63
Cotton Belt 105,053 ' 57
Soo Line 169, 685 53
Florida East Coast : 103,588 40
Elgin, Joliet and Eastern 180, 150 32
Rock Island 423,034 32
Denver and Rio Grande Western 198, 154 . 25
Kansas City Southern 198,126 . 22
Clinchfield . . < 129,900 . .19
Frisco ‘ : 386,546 : 17
Grand Trunk Western : ‘ 198,663 8
3,123,501°

The seasonality of Great Lakes shipping is the cause of the high percent of
seasonality for the first four railroads listed in Table IV-13. These carriers.haul
substantial tonnages of ore and other seasonal bulk commodities. The same is true of
the Soo Line which originates large tonnages of ore. In addition, the Soo Line parti-
cipates in the Midwestern grain traffic.

For most of the remaining carriers in this table, the percent seasonal is a rough
indicator of their involvement with agricultural commodity movements. Of those with
the lowest percent seasonal, the Clinchfield is primarily a coal carrier, the Grand
Trunk Western does not serve the primary grain producing regions and the Kansas City
Southern and Frisco, though serving grain producing regions, have successfully diver-
sified their product mix to reduce their seasonal volume fluctuations.

(b) Regional Traffic

"Correctable" regional imbalances are primarily found in the Northeastern and
Midwestern regions of the country. Conrail has the best opportunity for 1mp1ement1ng
regional rates to correct these imbalances.

Most severe regional imbalances are caused by high volume flows of grain and coal.
Consequently, the carriers most impacted by these severe imbalances are the coal and
grain carriers including the Norfolk and Western, Baltimore and Ohio, and Burlington
Northern. Of these carriers, the percentage of traffic moved in markets with severe
regional imbalances was 56 percent, 32 percent, and 20 percent respectively.
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OVERLAP OF SEASONAL AND REGIONAL MARKETS

Of ‘the major seasonal commodities, grain, other farm products, metallic ore, and
construction aggregates, all are regional in nature as well. Each moves seasonally
from a producing region to a consuming region, and there is little traffic available
to fill the backhauls. Metallic ore did not appear in the determination of regional
markets, only because special purpose ore cars were excluded from the regional analy-
sis; however, metallic ore movements are clearly regional in nature using the severe
imbalance crlterla.

On the other hand, not all regional traffic is seasonal. Much of the traffic in
markets with "correctable" imbalances is manufactured goods, which are seasonal only
in very narrowly defined submarkets (for example, toys). In the case of severe regional
market imbalances, the largest single commodity causing these imbalances is coal. The
seasonal component of the coal movement on class I railroads is approximately 1 percent
of the total coal volume. Among the other commodities identified in the regional analy-
sis of severe imbalances, 1nclud1ng grain and construction aggregates, most were sub-
stantlally seasonal.,

When a rallroad handles traffic which is both seasonal and regional, there is a
double impact on costs and car utilization. Because of the method of cost calculation
in this study, the revenue to cost ratios calculated for traffic which is both seasonal
and regional will have an upward bias. This upward bias may be as much as 20 percent.

~ This cost consideration would supportithe contention that for most seésonal bulk
commodities, a need for greater profitability would compel management. to 1mplement
. higher peak period rates rather than lower off-peak rates.

RATE REQUESTS UNDER PEAK,'SEASONAL, AND REGIONAL RATES

Only two abplications for peak, seasonal, or regional rates have been received by
the Commission as of June 30, 1977.%¥ Both were seasonal rates requesting off season
rates; one on limestone and the other on grains.

(a) Limestone

The Southern Freight Association, Agent, representing the Southern Railroad
petitioned the Commission for authority to establish a 5-month seasorial volume rate on
limestone from Ryan, Ala.; Hodges and Jefferson City, Tenn.; and Mascot, Tenn., to
points in Georgia effective upon 5-days notice beginning May 1, 1977. These rates
would apply on shipments exceeding- 90,000 during the 5-month period but with no more
than 21,000 net tons shipped durihg any calendar month.. If these conditions were not
met, charges would be assessed according to the otherwise applicable tariff. The
Southern Frelght Association suggested that this new tariff would improve the car sup-
ply by encouraging shipments during off-peak months. The net impact was expected to
reduce overall rates. 7

The Commission's Spe01al Permlss1on Branch approved the filing of the rate on 10-
days' short notice.

(b) Grain and Grain Products-

The Chicago and North Western Transportation Company reissued their multiple car
grain tariff by establishing a new line of demand-sensitive, domestic rates on grain.

During the harvest season for corn, soybeans, and wheat, the normal 25 and 50 car
rates would apply for movements originating in the Midwest. For wheat, the harvest -
period includes July 1 through August 15 and for corn and soybeans this period covers

¥in additional proposal was received subsequent to this report. - See reference in
Chapter I.
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October 1 through November 30. The new off-peak rates would apply from August 16 to

June 30:for wheat and from.December 1 through the next September 30 for corn and soy-
beans. As in the case with the Southern's seasonal rate on limestone, the intent of.

the C&NW was. to 1mprove car supplies.

(c) Evaluatlon

Whlle llmestone was not recognized as one of the most seasonal commodltles in the

statistical analysis, it does exhibit seasonal characteristics. On the other hand,

the .three grains in the C&NW application were found to be among the most seasonal com-
modities. Thus the rate reduction during the off-peak .was somewhat surprising, since
. it was assumed in the statistical analysis-that with the exception of wheat the rail-
roads would tend to raise peak period rates on grain rather than lower the off-peak
rate as was the case in the C&NW proposal.for the three grains. There are three pos-
- . sible explanatlons for: the apparent contradiction:

1.' The statlstlcal analysis does not fully consider the impact of competi-
tion on ratemaking decisions. Intermodal competition may be depressing grain transpor-
tatlon rates, thus forcing the carrier to accept low revenue to cost ratios.

- As noted previously in this report Standard Form A costing- procedures
were by nece851ty used for estimating costs for the revenue cost analysis. -Standard
Form A costs do not incorporate adjustments made for specific commodities under speci-
fic. circumstances. Consequently, the costs for grain, other than wheat, may be over-
stated.  For example, train load costs would be significantly lower than the standard
costs. Overstated costs would cause revenue to cost ratios to understate profitability.
Thus, rate reductions may be reasonable.

3. The rate action of the C&NW may be atypical. Competitive pressures or
unusual operating conditions may have influenced the decision to reduce rates off-peak
_rather than raise-them durlng the peak.

SUMMARY

1. The economic theory of peak load pricing was first developed for the
electric utility industry. Unfortunately, the theory cannot be directly applied to
the. railroad industry because of fundamental differences between these two industries
(e.g., the theory assumes monopoly position, identifiable costs, and a homogenous unit
of output). However, the theory at least suggests that demand sensitive price adjust-
ments should help even out peaks and valleys in transportation demand and raise overall
levels of revenue, and it can suggest under what conditions-this leveling may occur.

2. Approxlmately 25 percent to 30 percent of all rall traffic was found to
be peak or seasonal in nature. This seasonal traffic is most concentrated in the Mid-
west and West where nearly 40 percent of all traffic is seasonal. Agricultural pro-
ducts such as grain, fresh produce, and miscellaneous field crops were found to be al-
-most entirely seasonal.. This was also true of agricultural chemicals and potash and
phosphate rock (used for fertilizers). Other commodities were found to be- substan-
tially seasonal. These were metallic ore (over 80 percent seasonal), crushed stone,
sand and gravel (over Y40 percent seasonal), and assembled automobiles (over 50 percent
seasonal). The severity of the variation from peak to off-peak volume was found to be
greatest for fleld crops (other than grain) and fresh fruit and vegetables.

3. Indlrect measures (prlmarlly a storage cost analy51s) were used to
estlmate the market response to seasonal rates for grain; other farm products;- metalllc
ore; crushed:stone, sand, and gravel; and assembled automobiles.

A peak period premium rate approximately 35 percent above off-peak rates
could be effective in smoothing the demand for grain shipments. However, the shipping
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patterns are influenced more by shipper expectatlons of future grain prices than by
peak load pricing of transportation. Peak load prlclng would only achieve its goal of
smoothing- demand in periods of relatively stable grain prices; however, rail. revenues
would most likely be increased even if demand were not smoothed. .

Most of the traffic in farm products-other than grain is hauled by
unregulated motor carriers. Railroad attempts to implement peak load pricing would
probably shift the remainder of the traffic to these motor carriers,

Summertlme peak . perlod rate 1ncreases of from 10 percent to 20 percent
should be adequate to shift storage of iron ore from the mines to the Great. Lakes. ore
docks and smooth rail demand for metallic ore movements. Steel company ownership of
several major ore carriers makes these. rate increases problematic.

In the case of crushed stone, sand, and gravel, peak period 1ncreases of 10
percent could smooth the demand in the Northern States where this commodity is seasonal.

The annual slumps in consumer demand for new autos (which cause fluctuations
in rail demand) are not llkely to be smoothed out by anything.the railroads could do
with freight rates.

i, In the short run, actual implementation of seasonal and peak load rates
will probably be limited to a few experiments because of the serious institutional and
procedural obstacles. These obstacles include uncertainty regarding specific strate-
gies, potential rate discrimination, resistance to change in the railroad industry,
and railroad uncertainty regarding Commission requirements for cost and revenue
projections.

5. If it were possible for the carriers to implement peak and seasonal
rates, and if (as is highly problematic) demand would be smoothed thereby, the result
could be increased revenues of over $100 million per year and a saving in new capital
expenditures for grain hopper cars of over $1 billion in the next 10 years. A critical
assumption in this analysis is stable grain prices. '

6. Regional markets were defined as those where the traffic flow between
two regions was not balanced. Seven car types were included in the analysis: stan-
dard boxcars, equipped boxcars, gondolas, flatcars, open hopper cars, covered hopper
cars, and refrigerator cars. Other, special purpose car types were excluded. On this
basis, approximately 26 percent of all U,S. rail traffic can be considered regional in
nature, of which 60 percent (or 16 percent of the total) moves in markets where the
imbalance is so severe as to be probably uncorrectable. In the future TOFC movements
may grow to the point where regional TOFC imbalances are significant also.

Of the markets where imbalances are small enough to be "correctable," less
than half, or 5 percent of total U.S. rail traffic would allow for practical implemen-
tation of regional rates because of the complex intramodal cooperation required for
the balance of the traffic. Where such rates are attempted, competitive retaliation
is likely to be a significant problem.
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